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PREFACE 


In 1916 the writer was invited by the late Dean Joseph 
French Johnson to assume the lectureship in the course on 
“Panics and Depressions” in the New York University 
School of Commerce, Accounts and Finance. Acting on 
Dean Johnson’s suggestion that research in connection with 
American panics and depressions during the first half of the 
nineteenth century was desirable in order to round out the 
course, original studies were made of this period. 

As the result of this research, monthly averages of com- 
modities and bank shares for the period 1815-1860 were 
compiled, together with a monthly average of insurance 
shares for 1815-1843 and an average of railroad shares 
for 1830-1860. This and other historical material for 
the period 1815-1860, and a discussion of the business cycle, 
formed the contents of a doctoral dissertation submitted to 
the faculty of Yale University. Material from this disser- 
tation is the nucleus of Volume 1. 

In preparing the material for business men, some refine- 
ments and elaborations have appeared advisable. Panics 
and depressions—waves of prosperity and of overspecula- 
tion—have characterized the course of business in the United 
States and in Europe for more than a century past. It will 
conduce to a sound perspective if the causes which have 
brought about these abnormalities in the past are under- 
stood. For this reason a sketch of notable booms and col- 
lapses is introduced early in the text, together with the 
original material covering the period above mentioned. This 
historical material will enable the reader to note at the out- 
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set those factors which have been common in business oscil- 
lations, those which have been accidental, and to separate in 
some cases the real from the apparent. 

In the historical chapters no attempt has been made to 
write a “history”. The past has been reviewed from the 
standpoint of throwing light upon the future. An impor- 
tant factor in business forecasting now is the credit policy 
of the federal reserve banks. A century ago, the policy of 
the Bank of England was just as important from the inter- 
national standpoint as is the policy of the federal reserve 
banks today. A study of the policy of the Bank of England 
during the early panics of the nineteenth century, and also 
the control of credit by the Second Bank of the United 
States during the twenty years of its existence, has value 
for the student of federal reserve bank policy. In the study 
of the panics of 1819, 1825, 1836-37, 184'7 and 1857 we 
find examples of how the federal reserve banks should be 
managed and also instances of serious mistakes. 

The scholar may stop with an analysis of causes and ef- 
fects. For the man in active business, however, the question 
of how to apply theory to his own affairs is likely to assume 
paramount importance. In addition to the historical round- 
ing out, accordingly, chapters have been added dealing with 
this phase. The material in Volume 2 on financial analysis 
and forecasting, on individual commodities and on sectional 
conditions covers the fields which are of basic importance in 
business affairs, 
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Forecasting 
VOLUME I 


CHAPTER I 


THEORIES OF THE BUSINESS CYCLE 


The writings on the subject of the business cycle 
remind one of the story of the three blind men and 
the elephant. What manner of animal was the ele- 
phant? One blind man examined only a leg and 
gave his description accordingly. The other two 
disagreed with him because their hands came in con- 
tact with other areas of the elephant’s periphery. 
Similarly, writers who discuss the cause of the busi- 
ness cycle have approached the subject from different 
standpoints and are in disagreement regarding the 
essential nature of commercial oscillations. 

Some emphasize production. ‘They point out that 
producers misjudge the prospective consumption of 
merchandise, at one time producing more than the 


public can consume, and then curtailing output below 
1 
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the ordinary rate of consumption until the surplus is 
disposed of. These extremes of overproduction and 
subnormal production tend to run in cycles. 

Others emphasize consumption, or rather the de- 
mand for goods. They say that demand increases 
for some reason—good crops, inflation of credit, 
greater confidence on account of the change in the 
political outlook, ete. The increased demand causes 
a rise in prices and profits improve. Producers are 
encouraged to increase their output. Presently de- 
mand falls off and production is curtailed until some- 
thing causes a revival in demand. 

Still others refer to new construction work as the 
determining cause of the business cycle. They argue 
that the consumption of food, clothing, and other 
necessaries of life does not vary greatly from year to 
year, and that the alternating booms and recessions 
in new building produce the oscillations known as 
business cycles. 

Students of physical forces point to the crops as 
the fundamental factor in economic fluctuations. 
Large crops lead to increasing production of indus- 
trial commodities; poor crops make it necessary to 
curtail production of industrial commodities. Then, 
there are the accidentalists, who hold that different 
cycles originate from different economic impulses; 
that it is not worth while to attempt to formulate a 
scientific theory; and that the inceptive impulse will 
be different in each case. 

Each of these viewpoints contains a grain of truth. 
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A theory of the business cycle, however, should be 
comprehensive enough to cover all the factors in- 
volved. The logical way to construct a theory of the 
cycle is to consider first those elements or tendencies 
which have appeared in every business cycle during 
the last hundred years. These factors belong in cycle 
theory proper. Accidental features which seem im- 
portant in one cycle but which do not appear in other 
cycles can be classified as “cross-currents’” which 
should be given separate study. This process of elim- 
ination and classification we shall discuss after we 
have reviewed the ideas of writers who have made 
statistical investigations in the field of crises and 
business cycles. 


Ideas on Panics and Business Cycles 


During the first half of the nineteenth century, 
economists were engrossed in the subject of banking. 
They desired a banking system which would elimi- 
nate panics altogether. After the panic of 1825, and 
again after financial stringency in 1836-40, the Bank 
of Kngland was much criticized. Legislation was 
demanded which would take away its freedom of 
action in issuing bank notes. The Bank of England 
in self-defense declared that the periods of abnormal 
inflation had been caused by the rapid multiplication 
of small commercial banks in England. The ques- 
tion of currency legislation and banking policy was 
a momentous one, and it was only natural that there 
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was much discussion of banking legislation and little 
study of the rules for forecasting the movements of 
the business cycle. 

The upshot of the English bank controversy was 
the Peel Act of 1844. This law placed shackles upon 
the Bank of England. But the Peel Act did not stop 
panics. The crises of 1847, 1857 and 1866 were more 
violent than most of those in preceding decades. 

Having experienced panics under two systems of 
currency issue, it was quite natural that English 
economists should thenceforth attempt to discover a 
scientific basis for explaining the nature of business 
cycles and the periodic return of crises. 


The Cycle Theory of John Mills 


The serious study of business cycles dates from the 
discussion of banking and credit in England at a 
meeting of the Manchester Statistical Society in 
December, 1867. Here the first attempt at a com- 
plete statement of a theory of business cycles was 
given by John Mills,* a business man.’ 

A fellow townsman, Professor W. Stanley Jevons, 
had discussed the nature of “Commercial Fluctua- 
tions” incidentally in a tract on “A Serious Fall in 
the Value of Gold” published in April, 1863, but his 

conc to be confused with John Stuart Mill, a contemporary econo- 
mist. 

*John Mills, “On Credit Cycles and the Origin of Commerciai 


Panics”, Transactions of the Manchester Statistical Society, December, 
1867, 
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conclusions were tentative and his attitude that of a 
scholar still in the preliminary stages of an investiga- 
tion. It remained for John Mills to affirm the 
periodicity of cycles with a degree of conviction. 
According to Mills, cycles of commerce are essen- 
tially cycles of credit. During each cycle commercial 
credit runs through normal stages corresponding to 
the mutations of a human life. Each credit cycle has 
its infancy, growth to maturity, diseased overgrowth, 
and death by collapse. These periods may also be 
called (1) the post-panic period, when business is 
subnormal; (2) the period of trade revival, when 
business is normally active; (3) the period of excite- 
ment and prosperity, when business is feverish and 
abnormally active; and finally, (4) the panic stage. 
Post-panic period—the beginning of the cycle. 
—In the first period, just after the panic, says Mills, 
economy is enforced on great numbers of people by 
losses; the purchasing power of the working classes 
is reduced owing to unemployment and low wages. 
Merchandise is produced and purchased on a hand- 
to-mouth basis. Speculative buying of either securi- 
ties or merchandise is wholly absent. Capitalists are 
slow to lend and there is little inducement to borrow, 
since merchants habitually doubt the future until 
prices actually recover. Debts are paid off and 
money accumulates in the banks. Less gold is needed 
in the ordinary channels of trade and the unused 


reserves of commercial banks are deposited in the 
? [bid., pp. 16-17. 
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Bank of England.’ Idle capital, shunning the securi- 
ties of new enterprises because investors’ confidence 
is low, is placed in gilt-edged bonds. 

Mills’ description of the second period—confi- 
dence restored.—As confidence is restored and trade 
improves, many new firms are organized by young 
and inexperienced men who are ambitious to make 
rapid progress and who buy equipment and merchan- 
dise in a spirit of great optimism. In this period 
credit is sound and there is only moderate speculation. 

Third period—overconfidence and inflation.— 
From this state of normal business activity there rap- 
idly develops a period of overexpansion, or abnormal 
prosperity. 

Why should business concerns expand to an un- 
healthy degree? Mills answers that it is a tendency 
of the human mind to take from present conditions 
the “hues of a forecasted future”. The great major- 
ity of men habitually assume that what is is what will 
be. Every new level of production and prices they 
assume will be permanent. It is under the influence 
of this idea that a healthy growth gradually merges 
into dangerous inflation. Credit and speculation act 
upon each other as reciprocal stimulants. Inflated 
credit, by elevating prices and profits, tends to foster 
speculation; and speculation can be carried on only 
by multiplying instruments of credit. The mental 
mood of traders becomes constantly adjusted to each 


new level of credit inflation; prices would con- 


*Tbid., pp. 20-21. 
*Thid., p. 24 
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tinue to rise indefinitely if business men were left 
to their own judgment.’ When merchants and invest- 
ors are in an excited mood, they do not consider 
whether their commitments are out of proportion to 
their means or whether their capital will become pro- 
ductive quickly enough to enable them to meet their 
obligations. Abnormal prosperity is based merely 
upon a “bundle of beliefs”. The chief hope is that 
the existing scale of prices will continue indefinitely. 

The operation of economic law, however, makes it 
impossible that this hope can be realized.’ 

What is this economic law? It is the economic law 
of supply and demand for capital as reflected in the 
rate of interest. ‘There is a necessary equilibrium 
between credit and banking reserves. Commercial 
credit is based upon gold, and the base must be kept 
sufficiently broad for the proportions of the super- 
structure. If credit grows more rapidly than gold 
reserves it can do so only under the stringent condi- 
tion of paying a higher rate of interest. When the 
ratio of credit to reserves is abnormally high, there is 
an increase in the discount rate which bears heavily 
upon the sensitive surface of profits and applies an 
effective brake to the dangerous velocity with which 
too easy credit would multiply transactions. A high 
interest rate also causes conservative men to shift 
capital from speculative activities to safe income- 
bearing securities, The expansion of credit is brought 


5 Ibid., pp. 24-27. 
*Tbid., pp. 27-28. 
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to a halt, and trade and speculation are restricted. 

Thus, higher interest charges regulate the growth 
of credit so that it tends to pass through cycles.’ 

It must not be understood that the rate of interest 
itself is the only factor which causes credit to expand 
or contract. The rate of interest is mainly a “storm 
warning”. It reflects the opinion of the bankers as to 
the supply of credit. When prices are high and credit 
is inflated, the rise in the rate of interest indicates 
that loanable credit is scarce and that business men 
will find it difficult to renew loans. When it is diffi- 
cult to renew loans it becomes necessary to sell goods 
at reduced prices. 

Fourth period—panic.—Once prices begin to de- 
cline, the assets of borrowers are impaired in value, 
and the sale of goods becomes more and more impera- 
tive in order to satisfy creditors. There must be 
further declines. There is a panic. Mills defines a 
panic as “the destruction of a bundle of beliefs”.’ 
When the belief in high prices is destroyed, the men- 
tal state of traders is so changed that prices may 
become depressed out of all proportion to the pre- 
vious rise. 

Mills’ credit cycle theory summarized.—Mills 
bases his theory of cycles upon two main elements: 
first, the tendency of human nature to exaggerate 
prospects for prosperity when prices rise and to 
underestimate business opportunities when trade is 


"Ibid., p. 82. 
© Ibid., p. 28. 
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depressed. The second factor is the rate of interest, 
which causes wide-awake and intelligent men to ex- 
tend operations when capital is abundant and to 
curtail operations when credit is distended relative 
to metallic banking reserves. Thus, cycles might be 
said to be caused by the action of ignorant business 
men in going to extremes of optimism and pessimism. 
Intelligent men furnish the initial impulse toward 
expansion when business is depressed and are fol- 
lowed by the ignorant. Later, the intelligent contract 
operations when inflation appears, but the ignorant 
expand excessively until checked by a crisis. In a 
state of panic, the ignorant curtail abnormally. Their 
activities cause violent and extreme fluctuations, 
whereas the policy of the intelligent tends to check 
extreme tendencies and minimize fluctuations. 

In view of the fact that business tends to move 
toward normal conditions through the activities of 
incelligent men and tends to move toward extremes 
through the action of the ignorant, Mills concludes 
that the most effective remedy for commercial panics 
is to increase the average intelligence and elevate the 
average moral tone. Liability to an ignorant specu- 
lative excitement and willingness to take immoral 
risks tend to put the growth of credit beyond the 
control of the rate of interest. The change in the 
rate of interest determines the action of the intelli- 
gent, but the action of the ignorant and reckless is 
checked only by losses.’ 

°Tbid., p. 39. 
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Jevons’ Early Investigations 


Mills, in connection with his essay, published a 
series of cycle charts prepared by Professor W. Stan- 
ley Jevons, also a member of the Manchester Statis- 
tical Society. It is noted, also, that some of the ideas 
advanced by Mills in 1867, especially on the subjects 
of credit, gold and interest rates, are very similar to 
opinions expressed in Jevons’ tract on the “Value 
of Gold”, published in 1863. Mills’ claim to origi- 
nality seems to lie mainly in his idea that the “mental 
mood” of business men tends to run in cycles. 

Among the passages regarding commercial fluc- 
tuations in Jevons’ tract of 1863, published before 
Mills’ essay, the following furnish a general explana- 
tion of their cause: 


. these tides begin and end with abundant capital, 
and with low water, as it were, in the rate of interest. 
Thus the turn of the tide will be at the moment of mini- 
mum rate of interest, or perhaps more truly about the 
middle of the period when interest is at or near its lowest 
point.” 

The remote cause of these commercial tides has not 
been so well ascertained. It seems to lie in the varying 
proportion which the capital devoted to permanent and 
remote investment bears to that which is but temporarily 
invested soon to reproduce itself.” 

When capital is abundant its owners look out anxiously 
for some mode of profitable employment. Any new dis- 
7 'W. Stanley Jevons, Investigations in Currency and Finance, p. 31, 

London, 1909. 
“~ Ibid., p. 24. 
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covery or fresh employment for money is eagerly taken 
up. 

During such a mania, industry is thrown into extraor- 
dinary activity, and also into unusual channels. The 
customary consumption of food, clothes, ete., goes on of 
course as usual, or even increases somewhat. On the 
other hand the demand for timber, iron, bricks, and 
countless other commodities of more permanent nature is 
greatly increased. Their production being incapable of 
any but slow extension, their prices rise. Part of the 
available labouring power of the country is transferred 
to their production. Prices are thus started upwards, 
and unwonted prosperity and hopes of gain fall upon 
nearly every one in the country.” 

Prospective payments take the place of present pay- 
ments, and in the meantime the bills created may circulate 
from one hand to another as if they were an embodiment 


of so much gold.” 


The following emphasis by Jevons of the depend- 
ence of both prices and credit upon gold banking 
reserves is also a pivotal point with Mills: 


To explain exactly how the revulsion (crisis) comes is 
perhaps a feat of statistical analysis not yet accom- 
plished. The salient fact is a great dearth of capital, 
or loanable money (gold).” 

While the elasticity of credit may certainly give prices 
a more free flight, the inflation of credit must be checked 
by the well-defined boundary of available capital, which 
consists in the last resort of the reserve gold in the Bank 
of England. Prices temporarily may rise or fal] inde- 
pendently of the quantity of gold in the country; ulti- 
2 Tbid., p. 25. 

8 Tbid., p. 25. 


4 Thid., p. 25. 
6 Tbid., p. 25. 
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mately they must be governed by this quantity. Credit 
gives a certain latitude without rendering the prices ulti- 
mately independent of gold.” 

. it is the limitation of credit which must sooner or 
later bring prices to a stand, or even cause them to re- 
cede to a rate much lower than they had reached. In this 
revulsion and recession of prices some class must bear the 
loss; those who are too much dependent on credit will 
suffer bankruptcy, and inflict part of the loss on others.” 

A revulsion occasioned by a failure of the national 
capital must cause, not only a collapse of credit, and of 
any inflation of prices due to credit; it must put an 
end to the formation of new schemes of permanent in- 
vestment. Schemes already on foot will, as far as pos- 
sible, be continued, and must for a time keep up the price 
of permanent materials. As by degrees these undertak- 
ings are completed, the demand for materials will decrease 
as rapidly as it formerly increased. The prices of such 
materials, therefore, will fall and remain low until the 
fresh accumulation of free capital causes speculation 
again to germinate.” 


The foregoing excerpts from the early writings of 
Jevons indicate a clear understanding of the financial 
interpretation of business cycles. Jevons is confident 
that each period of activity in speculation and busi- 
ness promotion has a certain relation to abundance 
of loanable capital as a condition precedent. The 
cycles of the production of bricks, lumber, and iron 
show that “great commercial! fluctuations arise in the 
periods of great permanent investment”.” 

" Tbid., p. 28. 

“ Ibid., pp. 27-28. 


* Ibid., p. 28. 
” Ibid., p. 26. 
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Jevons’ Sun-Spot Theory 


The financial interpretation of the business cycle, 
however, did not entirely satisfy Jevons. He felt 
that financial fluctuations might fundamentally de- 
pend upon changes in the production of food. Even 
while discussing the prices of commodities in the 
above-quoted tract on the “Value of Gold” he pauses 
to remark: 


The bountiful or scarce supplies of food with which 
Providence favours us in the several seasons, strongly 
contribute to hasten or retard the several periods of 
abundant capital and investment, and again those of 
scarcity and revulsion. The current of human business 
is ever ready to break into a ripple. A good or bad corn 
season marks it with a crest or a trough, and the fluctua- 
tion multiplies and continues itself. Yet, according to a 
known principle, it insensibly tends to fall into pace with 
the fluctuations of nature, which it may obey but cannot 
rule.” 


The tentative belief in a “crop cycle” was enter- 
tained in 1863. During the next fifteen years Jevons 
labored to establish a fundamental physical law of 
commercial fluctuations. In 1875 he prepared a 
paper on “The Solar Period and the Price of Corn’, 
in which the question was raised whether rainfall and 
general atmospheric conditions might not depend 
upon solar variations caused by the “alternate in- 
crease and decrease of area of the sun-spots’.” In 


*Tbid., pp. 43-44. 
4 Tbid., p. 175. 
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August, 1878, three years later, appeared a paper on 
“The Periodicity of Commercial Crises and Its Phys- 
ical Exxplanation”.” In this essay Jevons showed 
that commercial cycles averaged about 10.3 years as 
compared with an average sun-spot period of 10.45 
years, as estimated Bay a writer on astronomy. 

In support of his “crop cycle” hypothesis, Jevons 
pointed out that merchants and bankers are always 
influenced in their dealings by reports regarding the 
size of the harvests. The supply of credit tends to 
vary with the prices of merchandise; the volume of 
transactions in merchandise tends to vary according 
to the size of the crops; and the cause of the changes 
in the crops might well be the cause of credit cycles.” 

Let us note that at the time of writing this essay 
in 1878, the depression in the textile trade of Man- 
chester was due to a decrease in the exports to India. 
The decrease in exports to India was due to scarcity 
of food in many parts of that country; food prices 
rose so much that they absorbed nearly the whole 
earnings of the poorer classes in India, leaving little 
surplus for the purchase of cotton goods from Man- 
chester.” This trade situation in his home town stim- 
ulated Jevons to develop his crop theory. 

The dependence of employment conditions and 
manufacturing prosperity in Great Britain upon the 
harvests in India was an accepted fact. Whether 


= Tbid., p. 187. 
NOL, [8 Wt. 
* Tbid., p. 196. 
* Tbid., pp. 196-197. 
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the changes in the Indian harvests and the exports 
to India moved in regular cycles determined by solar 
periods, however, remained to be proved. At the 
time, the reported results of astronomical observa- 
tions seemed to favor this view. It appeared that 
Jevons’ sun-spot hypothesis might become the scien- 
tific basis for an important crop-cycle theory. Buta 
generation of astronomers since have not been able 
to confirm the belief regarding the sun-spot period 
then current, and the “Solar Period” remains an 
unproved hypothesis. 


Manchester Studies Summarized 


To recapitulate: Mills believed that business cycles 
are essentially credit cycles determined by the changes 
in the rate of interest and business confidence. Jev- 
ons, while recognizing the nature of credit and the 
influence of the factors adduced by Mills, believed 
that it is necessary to study two series of phenomena, 
credit cycles and solar variations, which are connected 
as effect and cause. He believed that the demand for 
manufactured goods depends not only upon confi- 
dence and credit, but fundamentally upon the supply 
of food; that when food is cheap, the demand for 
other commodities will be large, and vice versa.” 


* Jevons, Investigations, pp. 196-198. 
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Statistical Evidence Supporting Jevons’ Ideas 


The degree of conviction with which Jevons la- 
bored to demonstrate a crop theory of business cycles 
can be explained by the important influence of crops 
upon trade and the financial markets during the gen- 
eration which immediately preceded his researches. 
The average man finds nothing exciting in a chronicle 
of grain trade conditions. He will prefer to discuss 
politics and other subjects colored with human emo- 
tion. That is why the average man will tend to ridi- 
cule Jevons’ sun-spot hypothesis and fail to give 
proper attention to the food situation in England 
from 1815 to 1850. 

This period of history in England affords an un- 
usual opportunity for studying agricultural condi- 
tions in relation to the financial markets. London 
was the financial center of the world. Foreign trade 
in grain was limited because of prohibitive duties on 
wheat (the so-called Corn Laws). Because of these 
two factors the island of Great Britain provides us 
with a sort of hot-house laboratory for the study of 
crops in relation to banking resources. Whenever 
there was a food shortage, grain had to be imported 
and the London money market had to export gold. 
A shortage of grain immediately caused tightness in 
credit. Conversely, when the domestic grain crop 
was abundant there was no occasion to export gold 
for the purchase of wheat and the London bankers 
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could extend credit with confidence. There was easy 
money and active trade. 

Let us note what happened. From 1832 to 1836 
British imports of grain and meal were negligible; 
the domestic crops were large and the price of wheat 
was low. (See accompanying chart.) There was no 
year in this period when the Bank of England needed 
to export gold in connection with a food shortage. 
This permitted a steady expansion of bank credit, 
and numerous new banks were organized. The crop 
cycle theorist will be interested to note that there was 
a failure of the American wheat crop in 1836 which 
aggravated the panic of 1837; but the favorable crop 
situation in England permitted the Bank of England 
to come to the relief of the American bankers. A 
series of short crops in England beginning in 1838 
and continuing until 1842, however, forced the Lon- 
don money market to export so much gold that it 
was impossible for the Bank of England to continue 
its financial assistance to America. While the Lon- 
don bankers were crippled, trade activity in Great 
Britain was restricted and there was a general col- 
lapse of banking and trade in the United States. 

The importance of the crops was again illustrated 
in 1847. The food situation in that year was the 
dominating influence in the money markets of Lon- 
don and New York. The British imports of grain 
more than doubled and the Bank of England lost a 
large part of its gold. America, however, had a grain 
surplus and the value of food exports from the 
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United States more than doubled. Much of the gold 
lost by the Bank of England went directly to New 
York. The result was that the manipulators of rail- 
road shares in Wall Street calmly maintained prices 
while the London market for railroad shares collapsed 
on account of a banking crisis. 

Thus, in the generation preceding Professor Jev- 
ons’ investigations there was convincing evidence that 
good crops stimulated financial activity while poor 
crops checked it and sometimes caused a serious bank- 
ing collapse. The following table will serve as the 
basis of studying the crop theory of business cycles 
from 1830 to 1848: 
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o> 3 = 
BAS UM oe ee) Se ke 
H goal age ae Ze Ze 
d Hp ® .9 0 ap ae = & 
‘a O2 & DS A, Ze cs 5 
(000's ) (000's ) 
1830 2,692 $12,100 $1.08 $1.99 $.20 
1831 3,547 17,500 1/23 2.06 14 
1832 621 12,400 1.25 1.82 72 
1833 449 14,200 1.24 1.64 34 
1834 556 11,500 1.09 1.43 61 
1835 309 12,000 ied 1.22 65 
1836 637 10,600 1.66 1.50 AD 
1837 1,319 9,600 1.84 1.73 .87 
1838 1,530 9,600 1.97 2.00 05 
1839 4,542 14,100 1.60 2.19 14 
1840 3,920 19,100 1.08 2.06 23 
1841 3,628 17,200 1:22 1.99 10 
1842 3,697 16,900 1.15 oy .26 
1843 1,433 15,000 99 1.55 Ad 
1844 3,030 18,000 1.00 1.59 538 
1845 2,430 16,700 1.08 1.58 56 
1846 4,752 27,700 1.12 1.70 13 
1847 11,913 68,700 1.42 2.16 ae 
1848 7,528 37,500 1.20 1.56 14* 


* Duty suspended, January 26, 1847 to March 1, 1848 by Parliament, 
then abandoned entirely. 

U. S. exports, U. 8S. Treasury Report on Finance, 1860, p. 415. 

Price of wheat, New York, compiled from New York Shipping and 
Commercial List. 

British imports of grain and meal, etc., 1830-1860, Brilish Accounts 
and Papers, 1867, LXIV, 657. 

British imports of grain and meal, ete., 1823-1830, Pamphlet “On 
Currency,” London, 1840. No author; printed by Charles Knight & Co. 

English wheat prices, 1815-1848, British Accounts and Papers, 1849, 
vol. 50, p. 393; 1849-1853, British Accounts and Papers, 1854, vol. 65, 
p. 551; 1854-1860, Statistical Abstract of United Kingdom, 1864, pp. 
72-73, 


A further illustration of the influence of crops 
upon the London money market before 1850 is found 
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in the comparison of British wheat prices with the 
trend of British 3 per cent Consols. When wheat 
prices were low, indicating abundant crops and an 
absence of strain on the money market, the prices of 
British government securities were high. When 
wheat prices were high, indicating food shortage and 
pressure on the gold supply in the London money 
market, Consols declined. 

After the repeal of the British tariff duties on grain 
in 1848, the domestic grain crop was no longer as 
important in relation to the supply of gold in the 
Bank of England. Moreover, when the gold discov- 
eries in California and Australia gave the money 
markets an abundance of the yellow metal, the export 
of a given amount of gold to buy imported grain 
ceased to have the same importance. After 1848 the 
island of Great Britain was no longer a “hot-house 
laboratory” for correlating British grain crops with 
the supply of gold in the London money market. 
The change in the international movements of wheat 
and gold and also the steady accumulation of wealth 
in Great Britain made for greater steadiness in the 
prices of government securities. The following dia- 
gram and the above table, however, give a degree of 
support to the crop theory of business cycles as they 
developed in Great Britain during the generation 
preceding 1850. 

Economists who prefer to place the chief emphasis 
upon credit can argue that the food shortage in the 
United States in 1836 was due to land speculation, 
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which caused farmers to neglect their crops, and that 
land speculation was entirely due to credit inflation. 
Similarly, they might argue that the food shortage in 
Great Britain in 1846-47 was partly due to the spec- 
ulative mania which diverted the efforts of men from 
ordinary occupations. In order to demonstrate the 
crop theory, it would be necessary to show that the 
food shortage was due to unfavorable growing 
weather and not to a reduced labor effort on the part 
of the farmers. The influence of rainfall and 
weather conditions must be definitely known. In this 
connection the “crop cycle” theory has recently re- 
ceived distinguished support in the results of the 
investigations of Professor Moore of Columbia Uni- 
versity. 











Moore’s Cycles of Rainfall and Crop Yield 


Professor Moore’s crop theory is based upon the 
actual measurement of rainfall in the United States. 
711, L. Moore, Economic Cycles, New York, 1913. 
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He finds that trustworthy statistics of rainfall in the 
Ohio Valley are obtainable for a period beginning 
with 1839. He also employs rainfall statistics of the 
State of [linois beginning with 1870 and shows that 
there are cycles of rainfall in Illinois which are simi- 
lar to those in Ohio. He concludes that there are 
cycles of rainfall in Illinois of eight years’ duration. 
His evidence also suggests that there may be another 
and longer cycle of thirty-three years.’ He then 
shows that the yield per acre of corn, oats, potatoes, 
and hay, representing over 90 per cent of the crop 
production of the State of Illinois, fluctuates in close 
correlation with rainfall.” 

The next step in his argument is to show that there 
is a close connection, a causal relation, between the 
harvests and the fluctuations in the iron industry. 
He concludes that the fluctuations in the iron indus- 
try tend to lag behind the fluctuations in the harvests. 
It requires from one to two years for the iron output 
to respond to the changes in the crop yield.” 

His general crop cycle argument is as follows: 
When the crops are large, food prices fall. This is 
favorable to labor conditions as it reduces the cost of 
living and increases real wages without an increase in 
money income. The larger crops also stimulate the 
demand for manufactured goods, especially iron and 
steel. It is logical that expansion in iron output and 

* Moore, Hconomic Cycles, p. 30. 


 Tbid., pp. 55-57. 
© Tbid., p. 110. 
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higher iron prices should follow large crops and lower 
food prices.’ Poor crops and higher food prices, 
reversely, are unfavorable to manufacturing. 

The fluctuations in general prices, Professor Moore 
finds, do not follow crop cycles as promptly as iron 
production. He concludes that cycles of general 
prices tend to lag four years behind cycles of crops.” 

If we accept Professor Moore’s evidence of cycles 
of rainfall and crops, then we must accept his con- 
clusions that crop cycles are a persistent, fundamental 
factor in the business situation. 


Criticism of Moore’s Crop Cycle Theory 


But granting that cycles of rainfall actually exist, 
is there not something deficient in the analysis? 
Cycles of general prices, Professor Moore finds, fol- 
low the cycles of crops at the wide interval of four 
years. Is it not possible that the tidal swings in 
prices will be determined more intimately and im- 
portantly by money market conditions? Does not 
the supply of loanable funds at any given time fur- 
nish a more definite basis of forecasting business con- 
ditions than the existing stock of food? Does not 
the flow of funds into commerce and industry influ- 
ence the actual trend of prices with such close corre- 
lation that we may consider it to be the chief cause of 
cycles?’ May we not study rainfall and crops merely 


1 7Tbid., p. 144. 
2 Tbid., p. 122. 
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as cross-currents in the business situation, and con- 
sider cycles of loanable funds as the more intimate, 
moulding cause? 

Credit is an essential characteristic of economic 
cycles in the modern business world, and the study 
of business cycles is essentially one of money incomes. 
The money value of trade transactions fluctuates 
more importantly with oscillations of bank credit than 
with crop production. 

It might be questioned also whether any crop cycle 
study is complete which takes no account of wheat 
production. The fluctuations in the crops studied by 
Professor Moore, which do not include wheat, may 
be neutralized to a considerable extent by opposite 
fluctuations in the yield of wheat and other organic 
products which he has not included in his study. 

Finally, the chief point of interest is whether Pro- 
fessor Moore’s present deductions will prove valuable 
in judging business conditions in future years. Final 
conclusions may well be held in’ abeyance until a 
practical test can be made under stable money condi- 
tions, especially in view of Professor Moore’s recent 
investigations of Kuropean rainfall cycles.” 

If it should be found that cycles of rainfall and 
crops really exist throughout the world, even if they 
begin and end in different years in different countries, 
the study of world prices and international credit 
could be scientifically supplemented by local crop 


°° H. L. Moore, “Crop Cycles in the United Kingdom and in France”, 
Journal of the Royal Statistical Society, May, 1920. 
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forecasts. At present, however, Professor Moore’s 
rainfall theory does not have value in practical busi- 
ness forecasting. 


Juglar’s Cycles of Banking Credit 


The theory of economic cycles professed by Clem- 
ent Juglar is very similar to that of John Mills, 
described above. The cycle is an oscillation of com- 
modity prices, and the crisis which marks the culmi- 
nation of the cycle is “an arrest of prices”.“ Credit 
is the principal motor of price fluctuations. It gives 
the impulsion which causes prices to advance.” Prices 
rise in proportion to credit inflation. When fresh 
credit is no longer available, the cyclical expansion of 
commerce must stop.” A crisis follows. 

The signs of an approaching panic (after loans and 
prices have increased substantially) are declining 
banking deposits and cash reserves; an active demand 
for workmen; a high wage scale; and a general taste 
to get rich through speculation.” After the panic, 
conditions are just the reverse. 

Credit cycles, Juglar believes, tend to be self-per- 
petuating.” Prosperity, with high prices, engenders 
overspeculation and leads to a crisis. Liquidation 
removes the unfavorable factors in the business situ- 
ation and paves the way for revival. 


4 Clement Juglar, Des Crises Commerciales, p. 14. 
% Tbid., pp. 51 and 75. 

%® Juglar, pp. 50-51. 

7 Tbid., p. 4. 

% Tbid., p. 169. 
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Mitchell’s “Descriptive Analysis” 


A comprehensive collection of data on the subject 
of economic fluctuations is found in Business Cycles, 
by Professor Wesley C. Mitchell of Columbia Uni- 
versity. 

Professor Mitchell’s theory of cycles, however, 
does not permit easy classification. He has no theory 
which bears characterization under a simple label. To 
use his own words, his theory is “a descriptive analy- 
sis of the processes of cumulative change”.” He is 
not even confident that his comprehensive “descrip- 
tive analysis” embraces all the factors which will be 
needed to explain the causes of business cycles in the 
future. He thinks it “probable that the economists 
of each generation will see reason to recast the theory 
of business cycles which they learned in their youth’’.” 

In describing the movements of the business cycle 
Professor Mitchell divides it into four periods: 


1. Revival after depression. 

2. Prosperity leading to a crisis. 

3. Panic and liquidation. 

4. Depression which germinates revival. 


The characteristics of these periods are as follows: 
1. Revival—The most important feature of the 


*° Wesley Clair Mitchell, Business Cycles, University of California 
Press, Berkeley, 1913. 

* Tbid., p. 570. 

* Ibid., p. 683. 
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first period is an increase of investment in plant 
equipment.” This tendency is encouraged since the 
costs of materials, labor and bank loans are low by the 
time the preceding period of depression ends and the 
prices of long term bonds have risen. There is an 
expansion in the physical volume of trade and a rise 
in prices attended by increasing profits.” 

2. Prosperity—The revival in activity and increase 
in profits soon develop into a period of cumulative 
prosperity, since selling prices tend to increase more 
rapidly than the cost of labor and materials and mis- 
cellaneous supplementary costs remain stationary, 
being based on contracts made during the period of 
depression. But gradually a crisis develops, as the 
industries in which profits have increased most rap- 
idly are confronted with a rise in wages and materials. 
Interest rates have also risen. With construction 
costs increased, expansion in industrial equipment 
requires a greater outlay per unit of construction, 
which means larger bond issues per unit. The supply 
of investment funds fails to keep pace with the de- 
mand for capital as reflected in the increasing vol- 
ume of new security issues. 

During prosperity full employment and active 
retail trade call for an increase in the amount of 
money in active circulation. Bank credit expands. 
The banks are ultimately forced to restrict loans and 
raise discounts owing to the drain on their reserves. 


“ Tbid., p. 578. 
“ Ibid., pp. 571-572. 
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Restriction in lending then causes a postponement 
of many projected enterprises, a development which 
foreshadows a decrease in employment wherever 
work depends upon raising new capital. New orders 
for construction material fall off. The inability to 
borrow freely at the banks also forces jobbers and 
retailers to restrict their purchases. These conditions 
foreshadow a decline in prices and a decrease in the 
physical volume of trade. Intelligent merchants and 
bankers conclude that prospective profits will decline, 
and since orders for goods are based primarily upon 
the outlook for profits, there is a general drop in 
merchandise orders. ‘The crisis is reached when mer- 
chants and contractors order less goods at the exist- 
ing price level than producers offer at that level.” 

3. Liquidation—When it appears certain that 
prices and profits have begun definitely to decline and 
that there is little hope of early recovery there is a 
panic among possessors of depreciating property. 
Creditors refuse renewals of old loans in many cases 
and there is a forced selling of goods, which hastens 
the decline in prices. The shrinkage in construction 
work of all kinds causes unemployment, and the pur- 
chase of merchandise by laborers falls off just as 
goods are being pressed for sale.” 

4. Depression—There follows a period during 
which wages and prices fall; old debts are paid. The 
banks enjoy an increase in loanable funds and lower 


“ Tbid., pp. 573-575. 
© Tbid., pp. 576-577. 


THEORIES OF THE BUSINESS CYCLE 29 


their discount rates. Meanwhile, the prices of high- 
grade bonds advance,” confidence gradually returns,” 
and the way is paved for a period of revival.” 


© Ibid., p. 487. 
“ Ibid., p. 567. 
 Ibid., pp. 511-578. 


CHAPTER II 
THE LAW OF LOANABLE FUNDS 


As stated previously, the proper method of devel- 
oping a theory of the business cycle is to observe those 
factors which have influenced business conditions 
during the past one hundred years or more and divide 
them into two classes: first, those factors which are 
present in every business cycle—these are the factors 
to be incorporated in our theory of the cycle; and 
second, the accidental factors which in one or more 
cycles have exerted a fundamental influence in 
changing the fortunes of business men, but which do 
not “behave” similarly in every cycle, or do not 
appear regularly as cyclical factors. 

Among the accidental factors which do not behave 
similarly in every cycle are crops, politics, gold pro- 
duction, paper money inflation and central reserve 
bank loan policy.* ‘These are the most important 
accidental factors. It is necessary to understand the 
principles of money and credit and the anatomy of 
the banking systems of the world in order to make 
successful forecasts of the influence of gold produc- 
tion and the loan policy of banks upon trade activity. 
These accidental factors, not behaving similarly in 


* Hereafter called “federal reserve policy”. 
30 
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every cycle, however, cannot be incorporated into a 
cycle theory. 

The factors which behave similarly in relation to 
each other in every cycle and which may be included 
in a theory of the business cycle are loanable funds. 
new financing, new construction, the prices of build- 
ing materials, factory production, employment, 
wages, business profits, ete. The supply of “loanable 
funds” is the most important factor in cycle theory. 
Its trend may be evidenced by statistics of bank 
deposits, reserves, money rates, the ratio of loans to 
deposits, the ratio of reserves to loans, the federal 
reserve ratio, etc. Owing to the importance of this 
factor, we shall label our statement of the principles 
of the business cycle, the “Law of Loanable Funds”. 
This law of the cycle cannot be stated in a single sen- 
tence. It consists of a complete statement of the re- 
lation between the supply of loanable funds and all 
of the other factors which are essential in cycle theory. 

In stating the law of the cycle, it is entirely arbi- 
trary whether we start the description or analysis in 
the period of prosperity or the period of depression. 
Jevons considered that the logical starting place was 
the stage where interest rates reached “low water”. 
This low ebb in money rates comes between the 
period of depression, or readjustment, and the period 
of trade revival. The starting point chosen by Jev- 
ons is especially appropriate for our interpretation 
of the cycle which is formulated according to the 
supply of loanable funds. Starting with this condi- 
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tion of abundant loanable funds, the sequence of 
movement among the various factors is as follows: 


~ 


Tuer Law or Loanasite Funps 


. The abundance of loanable funds causes interest rates 


to fall and bond prices to rise. 


. The rise in bond prices facilitates new financing and 


stimulates expansion in construction work of a per- 
manent nature; and this involves an increase in the 
demand for labor and building materials. Wages and 
prices rise and trade, both wholesale and retail, ex- 
pands. 


. Rising prices of commodities and enlarged wage pay- 


ments require increased commercial loans; there is an 
increase in the circulation of bank checks. 


. Depletion of loanable funds causes interest rates to 


rise and restricts the sale of bonds; construction work 
already financed and in process continues but new 
building contracts decline. 


. The demand for materials falls off; prices sag. Fac- 


tories gradually curtail; payrolls gradually decrease. 
Merchandising activity declines. 


. The fall in prices and reduced merchandising are 


attended by reduced loans; wage payments and trade 
remittances are less, so that the supplies of note cur- 
rency and gold in circulation become redundant; the 
amounts in excess of current needs flow back to the 


banks, 


. The reduction in loans and the return flow of gold and 


note currency to the banks spell an increase in loan- 
able funds; interest rates fall. 


We now have the conditions witnessed at the be- 
ginning of the cycle, and the old cycle merges into a 
new one, the “Law of Loanable Funds” again oper- 
ating as above stated. 


THE LAW OF LOANABLE FUNDS 33 


Cause and Effect 


Not all students of the subject will agree that the 
supply of loanable funds is the most influential fac- 
tor in determining the trend of the business cycle. 
It may be argued that a large supply of idle funds 
is merely the reflection of pessimistic sentiment— 
that this condition is the effect of trading psychology 
at the moment—and that tight money is the result 
of overoptimism on the part of the trading commu- 
nity. We do not believe, however, that trading psy- 
chology is “cause”, determining the condition of 
loanable funds. Human nature is a fairly constant 
element in the business situation. During the past 
hundred years business men have been ready and 
eager to proceed with plans for economic develop- 
ment whenever the supply of loanable funds was 
abundant. The ability to borrow and spend freely 
has always been attended by activity in trade. There 
has never been a serious depression except when 
compulsory economy was enforced upon the people 
by a depleted supply of loanable funds. We prefer 
to look upon trading psychology as a resultant fac- 
tor, business sentiment tending to become optimistic 
when loanable funds are abundant and _ pessimistic 
when loanable funds are scarce. Professor A. B. 
Adams argues that credit expansion is the effect of 
an increased desire of business men for loans with 
which to purchase goods. In theoretical analysis, 

1A. B. Adams, Economics of Business Cycles, p. 107. 
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however, it is more logical to assume “the desire of 
business men to borrow and buy” to be a constant 
quantity and that actual market demand fluctuates 
with reference to the supply of loanable funds. 

There are others who argue that the supply of 
loanable funds depends upon the trend of commodity 
prices. It is contended that an increase in general 
prices will cause an expansion in borrowing, and that 
a decline in commodity prices will lead to a curtail- 
ment of borrowing—that there will be idle funds 
when commodity prices have declined and a scarcity 
of loanable funds after commodity prices have ad- 
vanced. 

It is granted that a high level of prices leads to 
exhaustion of loanable funds and checks buying, just 
as a heavy load may check the movement of a motor 
truck ascending a steep hill. The motor and the force 
of gravity tend to act the one upon the other. The 
movement of the truck, however, is fundamentally 
caused by the motor. Similarly, the flow of loanable 
funds and the level of prices tend to act the one upon 
the other. But the supply of loanable funds causes 
the movements of the business cycle just as the motor 
causes the movement of the truck. 

It is not likely that economists will agree on the 
question of cause and effect. Some will say that con- 
ditions in the money market depend upon trade con- 
ditions; that idle money accumulates when trade is 
dull and that money becomes scarce when trade is 
active. As far as abstract reasoning is concerned, the 
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truth is that “trade activity” and “money market con- 
ditions” are interactive. Each affects the other.* 
It is a waste of time to try to prove, from the stand- 
point of abstract truth, that either factor is unaffected 
by the other. But it is worth while discussing the 
question of cause and effect from the standpoint of 
practical business forecasting. Predicting business 
conditions is a pragmatic matter. We must take a 
leaf from Professor William James’ book on “Prag- 
matism”. He says that from the pragmatic stand- 
point, “an idea is true if it works”’. 

Let us apply the pragmatic test. During the past 
one hundred years can we point to years when indexes 
of trade activity—such as bank clearings, iron pro- 
duction, the level of commodity prices, ete.—were of 
any great help in foretelling panics and depression? 
The answer is that we cannot. We have had panics 
with prices at a relatively low level; we have had con- 
tinued prosperity after prices had reached a rela- 
tively high level. In the majority of cases the most 
reliable guide in forecasting panics and depressions 
has been the condition of the money market. By 








*A mathematical truth may be an economic fallacy. In the “Equa- 
tion of Exchange” an increase in the price level (P) may cause an in- 
crease in the currency supply (M), mathematically considered. This 
cannot happen in actual economic experience. A rise in the price level 
tends to discourage gold mining instead of causing a larger money 
supply. Over a period of three or four months a rising price level 
may seem to cause inflation of bank deposits through an expansion of 
borrowing by those who must purchase goods at the higher prices with- 
out being able to reduce the quantity purchased. In such cases, how- 
ever, a careful analysis will probably reveal that the rise in the price 
level was originally started by an increase (accomplished or antici- 
pated) in the money supply. 
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referring to the items in the bank statement and 
money rate quotations, we have the best guide as to 
when a panic will occur and also the best indication 
of the duration of a period of depression. An index 
of loanable funds suggests how long production and 
prices must decline and how soon they may be ex- 
pected to recover. From the pragmatic standpoint 
the supply of loanable funds is the cause and the 
degree of trade activity is the effect. 


Are Cycles Self-Perpetuating ? 


This same practical test must also be applied in 
considering whether business cycles are inevitable. 
During the nineteenth century and the first quarter 
of the twentieth century practically every business 
cycle ended with conditions which generated a new 
cycle. A condition which favored cyclical fluctuations 
in trade activity in the nineteenth century was the 
laissez faire, or “hands off”, policy of the govern- 
ments in the advanced commercial countries in deal- 
ing with business corporations. Both in Europe 
and America there was little regulation of trade, of 
labor, or of banking. There was no effort to stabilize 
prices and production. Freedom of action by bankers 
and borrowers must be assumed as a sine qua non in 
formulating a theory of the business cycle. In Russia 
the business cycle was destroyed when the Soviet 
Government prohibited private initiative in trade and 
banking. In the United States, similarly, the busi- 
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ness cycle could be destroyed if bankers and business 
men were forbidden to lend and borrow with their 
present freedom of action. Political paternalism can 
destroy the business cycle and our so-called law of 
loanable funds. But if business men and bankers 
can continue to operate in a régime of competitive 
markets and with as little political regulation as we 
have witnessed during the past one hundred years, 
business cycles should continue to be generated. 

The argument for theoretical self-perpetuation is 
based upon the time sequence of the different factors 
included in cycle analysis. The different factors 
curve in different orbits. The different factors are 
interactive but they revolve through the cycle in se- 
quence, and a sort of perpetual motion results. If we 
accept the idea that prices, production, and the supply 
of loanable funds can become stabilized indefinitely 
in a state of stable equilibrium, then the idea that 
cycles are self-perpetuating and inevitable falls to the 
ground, so far as pure theory is concerned. 

It may be admitted that the theory of a self-per- 
petuating cycle has not been demonstrated beyond 
doubt. During the past one hundred years, however, 
freedom of action among bankers and _ borrowers 
actually produced conditions which strongly sug- 
gested a self-perpetuating cycle. The self-perpetuat- 
ing theory seems to have been true according to the 
pragmatic test. It has worked. It therefore de- 
serves consideration as a workable theory until such 
time as government regulation may interfere with 
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freedom of action in the business world to an extent 
which would destroy cyclical fluctuations. 


Allowing for the Accidental Factors 


In the foregoing discussion of the Law of Loan- 
able Funds we considered only those factors which 
are essential in formulating a theory of the business 
cycle. These factors, operating regularly without the 
interference of crops, politics, and other accidental 
influences, would tend to produce a series of normal 
cycles. A normal cycle is a theoretical curve ideally 
conceived, so that its duration and its amplitude 
would be the standard type or model for all business 
cycles. That is, all business cycles would be equal in 
duration and intensity if determined by the Law of 
Loanable Funds without the disturbing influence of 
the accidental factors which we call the cross-currents. 

During the four years of 1904-1908 the cycle ap- 
proximated the curve of an ideal, normal cycle more 
closely than any other commercial oscillation of the 
past century. Actually, however, no cycle is per- 
fectly normal. Crops, wars, gold production, federal 
reserve policy, and other accidental influences pro- 
duce dissimilarities. There are dissimilarities as to 
duration, intensity, slope of the cycle axis, and the 
areas affected by inflation and depression. 

As a result of wars and the inability of govern- 
ments to discover sound banking systems and the 
proper way to regulate the monetary standard, the 
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human race during the eighteenth and nineteenth cen- 
turies passed through two hundred years of disgrace. 
The extreme fluctuations of prices caused more 
human tragedy than the mortalities of war. 

There are two ways of minimizing the evil conse- 
quences of extreme fluctuations in prices caused by 
currency inflation and deflation. One is to stabilize 
prices by stabilizing the supply of currency, with due 
consideration for the needs of business growth. This 
will require education regarding the defects of mone- 
tary and banking legislation in the past and confi- 
dence in the plans proposed for stabilization. 

The second way of minimizing the evil conse- 
quences of inflation and deflation is to forecast the 
probable effects of the “cross-currents” and adjust 
business policies accordingly. It is necessary to 
understand the effect of gold production with refer- 
ence to commercial growth, the effect of the policies 
of institutions like the Bank of Kngland, the Bank 
of France and the federal reserve banks and also 
something of the foreign policies of France, Ger- 
many, Russia, Italy and Great Britain in view of the 
fact that some of the greatest periods of inflation 
have developed on account of the political ambitions 
of the European powers. 

In later chapters the important panics of the 
eighteenth and nineteenth centuries are described. 
The economic consequences of wars, gold production, 
currency inflation, and crop failures are discussed. 

At the end of the discussion it will be seen that 
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wars have been the chief trouble maker. The reader 
is asked, however, to consider whether the chief wars 
have not resulted partly or largely from violent 
changes in the supply of currency. For twenty years 
before the discovery of gold in California there were 
no important wars; during the twenty-five years fol- 
lowing, however, there came the Crimean War, the 
American Civil War, the Austro-Prussian War, the 
conflict between Italy and Austria and the Franco- 
Prussian War. On account of gold inflation profits 
were rapidly rising and business interests were san- 
guine regarding the benefits to result from victory in 
wars begun during a period of rapidly rising profits. 

When prices are stable the value of victory is not 
exaggerated and there is less inclination to appro- 
priate capital for the expenses of war. ‘This was 
illustrated again between 1875 and 1914. While 
prices were declining from 1875 to 1897 there were 
few important wars. But from 1897 to 1914 there 
was a rapid inflation of prices and excessive stimula- 
tion of corporate expansion. As soon as prices started 
rising, there developed the Spanish-American War, 
the Boer War, the Russo-Japanese War, the Moroc- 
can crises of 1905 and 1911, the Balkan Wars of 
1912-13, and the World War in 1914. 

The record of the past one hundred years makes it 
seem possible that the inclination to declare war would 
be largely removed if there were stabilization of prices 
and currency. The abolition of war is the greatest 
reform which invites the attention of constructive 
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students of social problems. The stabilization of 
prices and currency would seem the second most 


important, especially if we agree that it would tend 
to eliminate war. 


CHAPTER III 
SMOOTHING THE BUSINESS CYCLE 


The writers discussed in the preceding chapters 
fall in the category of hopeful optimists. They have 
studied the subject of business cycles and financial 
panics for the purpose of ascertaining rules which 
would be of some benefit to business men in the com- 
plex problem of forecasting economic conditions. 
Most of them had doubts that any cut-and-dried rule 
for business forecasting could be established. Some 
emphasized crops, others credit or business psychol- 
ogy, as the cause of the cycle. But they were at 
least sympathetic agnostics—they worked with con- 
structive purpose. 

In this field of study, however, there are a num- 
ber of writers who do not believe it worth while to 
make a serious study of scientific business forecast- 
ing. Some of them fall in the category of frivolous 
skeptics who conclude that it is futile to attempt 
business forecasting on a scientific basis and let it 
go at that. We shall not discuss their remarks be- 
cause we think any serious student can discover some- 
thing worth while if he is really interested in helping 
the business world to judge what is ahead in business. 


The problem of judging the future is an inevitable 
42 
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one; even a small amount of help in forecasting busi- 
ness is better than nothing. 

Then there is another group who might be called 
militant skeptics, or constructive iconoclasts, as far 
as the cycle is concerned. ‘They believe that panics 
and depressions should and can be eliminated, making 
it unnecessary to forecast them. That is a construc- 
tive viewpoint. Professor Irving Fisher is the leader 
in this field of economic discussion. 


Fisher’s “Myth” Theory of the Business Cycle 


Business men are acquainted with the business 
cycle. They are familiar with alternating periods of 
prosperity and depression. ‘The majority of business 
men expect to witness business cycles in the future. 
Fluctuations in business activity are considered in- 
evitable. Professor Irving Fisher of Yale Univer- 
sity, however, takes a contrary view. He believes 
that, theoretically, the business cycle is a “myth”. 
He declares that no one has ever proved that it is 
inevitable that business men must continue to witness 
cycles of credit and trade activity in the future.’ 

Professor Fisher does not mean that he has studied 
the history of commerce and failed to find “so-called” 
business cycles. He is not interested in studying the 
phenomena of the business cycle for the purpose of 
establishing principles of business forecasting. He 
maintains that cycles of prosperity and depression, of 


Journal of the Amer. Stat. Assoc., June, 1925, p, 191, 
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inflation and deflation, produce such evil consequences 
that it is desirable to destroy the business cycle alto- 
gether. If the time spent in developing rules for 
predicting panics were devoted to the study of plans 
to eliminate cyclical inflation and deflation, it might 
become entirely unnecessary to forecast the fluctua- 
tions of business cycles. 

What are the evils of the business cycle? Can in- 
flation and deflation be entirely prevented? 


The Evils of the Business Cycle 


One of the evils of fluctuating prices is that con- 
tracts mutually agreed upon are upset. If a man 
lends $10,000 for two years and then finds that the 
cost of living has increased 100 per cent at the end 
of two years on account of depreciation in the cur- 
rency, he really gets back only $5,000. He is cheated 
out of half of his principal. When the German mark 
depreciated, there were numerous instances where 
creditors were cheated out of much more than half 
of their principal. Many investors or owners of 
savings accounts received less than 5 per cent of their 
principal, owing to the depreciation of German 
money. Similarly, during business cycles in Amer- 
ica, creditors are cheated to some extent during the 
period of inflation. Profiteers can take advantage of 
rising prices to realize large profits and pay off their 
debts with depreciated money. They are greatly 
benefited. But the reverse is true during a period of 
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deflation. Manufacturers and farmers alike find it 
difficult to pay debts after prices have dropped 20 or 
30 per cent. In this case the creditor gets an undue 
advantage. 

In 1920 farmers made contracts for goods at high 
prices, expecting to get $2.00 a bushel for corn and 
$0.40 a pound for cotton. By the end of the year 
both of these commodities declined over 50 per cent. 
It was impossible to pay debts as anticipated. This 
was very unfair to the farmer. Similarly the Good- 
year Tire and Rubber Company made contracts for 
rubber and cotton fabric in the summer of 1920 when 
prices were high. After these commodities dropped 
over 50 per cent the company was faced with heavy 
losses. This was unjust. Neither the farmer nor the 
manufacturer was responsible for the currency infla- 
tion which caused the high level of prices. They 
were not responsible for the deflation of credit which 
caused prices to decline 50 per cent. It would have 
been better for both if there had been neither infla- 
tion nor deflation. The farmer could have given his 
entire attention to efficient methods of agricultural 
production; the manufacturer could have given his 
entire attention to improvements in the quality of his 
product and the adoption of inventions or methods 
which would increase manufacturing efficiency. 

The successful speculator came through the year 
1920 more favorably than the expert in productive 
efficiency. In many cases, the efficient producer, 
wiped out, saw his property fall into the hands of the 


46 FINANCIAL AND BUSINESS FORECASTING 


successful speculator, who was able to buy cheaply 
on account of the misfortunes of others. Cycles of 
currency inflation and deflation force the best minds 
to turn their attention away from matters relating to 
the production of wealth, such as the employment of 
labor, the adoption of improved machinery or the 
development of new markets. Too much attention 
must be given to speculative fluctuations. 

So much for the social injustice which results from 
inflation and deflation. There is also to consider the 
loss of wealth which results from strikes and curtail- 
ment of production. When the cost of living is in- 
creasing there are strikes for higher wages. Coal 
mines, textile mills and steel mills may be closed, even 
though there is a strong demand for goods. On the 
other hand, when prices are declining the manufac- 
turers voluntarily close down their plants until prices 
have dropped to a level which induces customers to 
buy. If prices and wages could be stabilized at a 
given level indefinitely, it is probable that there would 
be more employment and more wealth production in 
ten years than is actually witnessed in twelve years 
with wealth production intermittently restricted by 
labor troubles and industrial curtailment owing to the 
price fluctuations which feature business cycles. 

Economists are not all agreed upon the desirability 
of stabilizing prices. For instance, Mr. W. F. Lay- 
ton, Editor of the London Economist, seems to 
believe that price fluctuations are desirable. He 
writes: 
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There is room for doubt whether a perfectly steady 
level of prices represents the monetary ideal. So far as 
periodical fluctuations are concerned, there is something 
to be said for the view that periods of slightly rising 
prices are periods of enterprise and expansion; periods 
of falling prices, of economy and consolidation. If we 
were able to iron out the price curves, we might find we 
had to substitute stagnation for progress, particularly in 
a conservative country like Great Britain. 

Mr. Layton is not alone in this view. We believe, 
however, that Professor Fisher is correct in assuming 
that the world would be better off if prices could be 
maintained at a given level. While individual ex- 
porters may make such large profits in international 
trade during a period of price inflation that they can 
accumulate larger fortunes in a given period than 
if prices remained stable, this appears to be an in- 
adequate offset to the numerous injustices, affect- 
ing a greater number of people, that result from price 
irregularities. 

It is possible that the abnormal profits during in- 
flation periods might more than offset losses suffered 
during periods of price deflation, in case of a few 
corporations which Mr. Layton might discover as 
evidence to support his belief. But even if the aver- 
age dividends of such corporations were increased on 
account of price fluctuations, there is still to con- 
sider the instability of employment among the factory 
workers of Manchester and other British cities. We 
do not believe that a slight increase in the average 


2W. F. Layton, British Opinion on the Gold Standard, Quarterly 
Journal of Economics, February, 1925, pp. 186-187. 
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dividends of corporations will justify the economic 
suffering visited upon workers when active employ- 
ment and improvement in the standard of living must 
be followed by unemployment and compulsory low- 
ering of the standard of living. More than enough 
of human tragedy comes from the cycle of rising 
hopes one year followed by economic hopelessness 
the next. 

As a general proposition price inflation and defla- 
tion are undesirable. Price inflation leads to strikes, 
social discontent, political radicalism and the kind of 
profiteering which causes millionaire industrialists 
and their governments to engage in wars of com- 
mercial aggression. Price deflation leads to indus- 
trial curtailment and decreased wealth production; 
to injustice as between creditor and debtor; and 
to bankruptcy of many efficient producers who 
usually do not possess the technical information 
needed to forecast speculative fluctuations in 
prices. 

Under a régime of stabilized prices, the best brains 
in the world could more largely ignore the technique 
of speculation and devote greater attention to inven- 
tions and improved methods of doing business; labor 
would be more continuously and more contentedly 
employed; there would be greater production of 
wealth and more equitable distribution of what is 
produced—less class warfare and greater happiness 
for the human race. 
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Professor Fisher’s Plan to Stabilize Prices and 
Employment 


But, how does Professor Fisher propose to destroy 
the evils of inflation and deflation? How can we 
avoid hectic booms and distressing periods of hard 
times? His plan is to stop every move toward price 
inflation by decreasing the money supply the moment 
prices increase; and to stop every movement toward 
price deflation by increasing the money supply the 
moment prices begin to decline. There would be just 
enough regulation of the supply of gold to keep 
prices moving along a horizontal level. Fractional 
moves in the price level there would be, but the tend- 
eney away from horizontal would be presently cor- 
rected in every case by an effective change in the 
number of gold dollars in circulation.’ 

With prices thus stabilized, large construction 
projects would seldom need to be postponed through 
fear of lower prices. The habit of waiting to invest 
capital until a period of low costs would measurably 
disappear. Moreover, the habit of increasing pro- 
duction beyond the ordinary consuming capacity of 
the public whenever prices start upward would dis- 
appear. Speculation in raw materials in expectation 
of general price increases would be minimized. Over- 
production and overspeculation would be largely 
eliminated. For that reason there would be more 
regular employment. There would never be strikes 

*The plan is fully stated in Prof. Fisher’s Stabilizing the Dollar. 
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on account of sharp increases in the cost of living; 
seldom would manufacturers close down plants on 
account of falling markets. 

Professor Fisher’s plan would bring great benefits 
to the human race if Congress would adopt it. The 
essentials of his plan were actually brought before 
Congress in the Goldsborough Bill. If the provisions 
of this bill were to be passed by Congress, the fluctu- 
ations of the business cycle might be largely nullified. 

It would still be possible for cotton to decline 15 
per cent while pig iron advanced 10 per cent; for 
wheat to increase 20 per cent while steel and iron 
declined 5 per cent. But individual commodities 
would never get far out of line with the general level 
of commodity prices—except where inventions, etc., 
altered production costs—and fluctuations in produc- 
tion, employment and the purchasing power of the 
country would not be extreme. The oscillations of 
business cycles would become very mild indeed. 

Congress, however, has failed to adopt this legisla- 
tive proposal and if it continues to ignore the subject 
indefinitely, then the business cycle will continue to be 
a subject of practical interest to the business world. 
The business cycle will not become a “myth”. 

However, even if Professor Fisher’s plan is never 
adopted, it is still possible that commercial panics 
and depressions may largely disappear and the fluc- 
tuations of the business cycle may become less violent 
from two other causes: 


Ly 
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The Federal Reserve Board may regulate the volume 
of money in circulation so as to smooth out cyclical 
movements. 


The world may approximate a saturation point in 
economic development, so that booms in railway con- 
struction and periods of feverish speculation in new 
fields of investment will cease to feature business 
progress, 


Federal Reserve Policy 


The federal reserve banks can do a great deal to 
modify the business cycle and prevent credit inflation 


and 


overproduction. They can stabilize conditions 


in four ways: 


Le 


») 


ae 


By making heavy purchases of government securities 
to stimulate trade when there are signs of unemploy- 
ment and factory curtailment; and selling these se- 
curities to check trade expansion when there are signs 
of overproduction. 


By increasing the rediscount rate to check inflation. 


By publishing statements on trade conditions de- 
signed to forestall overtrading, the method of “moral 
suasion”’. 


By impounding gold to prevent inflation when im- 
ports of the metal are excessive, thus ‘“‘sterilizing” 
the gold; and by issuing federal reserve notes liber- 
ally to prevent credit restriction when gold exports 
are temporarily abnormal. 
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Violent extremes of prosperity and depression can- 
not be prevented by relying upon an increase in the 
official bank rates to check inflation. An increase in 
the official discount rate to 5 or 6 per cent presup- 
poses that there has already been too much inflation 
of credit. If the federal reserve banks are interested 
in preventing the extreme fluctuations of the business 
cycle, they must do something more than depend upon 
manipulation of the official rediscount rate. They 
must buy and sell securities to regulate credit, and 
manipulate gold and federal reserve notes to main- 
tain a steady volume of money circulation. 

The Federal Reserve Board has already recognized 
these facts. During 1923 and 1924, it was found that 
the country had imported more gold than was neces- 
sary to sustain bank credit in the amount required 
by the then existing rate of production and level of 
commodity prices. In order to prevent credit dis- 
tension and price inflation, $521,000,000 of federal 
reserve notes were withdrawn from circulation; in 
their place gold certificates were issued. This tended 
to keep the total money circulation from increasing 
greatly. 

But the federal reserve banks went still further in 
stabilizing business. In the spring of 1924, manu- 
facturing curtailment began. Prices dropped. The 
member banks reduced their borrowings from the 
federal reserve banks. There was substantial defla- 
tion in progress. To check deflation and prevent 
prolonged depression, the federal reserve banks en- 


SMOOTHING THE BUSINESS CYCLE 53 


tered the open market and purchased over $500,000,- 
000 of United States Government securities. This 
did not tend to inflate the currency—it merely raised 
the loans and investments of the federal reserve banks 
to a normal figure. 

What was accomplished was to prevent what might 
be called the natural deflation which would have re- 
sulted if the federal reserve banks had followed a 
“hands off” policy. The purchase of $500,000,000 
of securities brought about greater ease in money and 
caused a recovery in production, employment, and 
commodity prices a few months earlier than if supply 
and demand in trade and finance had been permitted 
to run a natural course. This was political paternal- 
ism, but it was beneficial. 

The natural course of supply and demand tends to 
cause business cycles to run to extremes. The pater- 
nalistic policy of the federal reserve banks tends to 
check deflation and unemployment during a period 
of depression. It also works the other way. When 
business revival develops, the securities which the 
federal reserve banks have purchased during the 
period of depression can be sold whenever conditions 
approach the stage of overproduction and overspecu- 
lation. By selling these securities at such a time, the 
federal reserve banks can take several hundred mil- 
lion dollars out of the money market and impound it 
in their reserves. It is still available for use in mak- 
ing loans to member banks—but only at rates fixed 
by the Federal Reserve Board. By fixing a rela- 
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tively high rate on these loans, member banks and 
business men, in turn, are discouraged from excessive 
borrowing. 

There has been some criticism of this paternalistic 
policy of the federal reserve banks by bankers. ‘The 
investments made by the federal reserve banks cause 
money rates to decline. This cuts down the profits 
of the bankers. This criticism, however, is not well 
taken, since the federal reserve banks are not attempt- 
ing to compete with private bankers in the buying 
and selling of securities. They are thinking entirely 
of the welfare of the country. They merely buy and 
sell enough securities to regulate employment and 
production—to prevent extremes of overproduction 
and deflation. 

To what extent the oscillations of business cycles 
will be destroyed or modified by the activities of the 
federal reserve banks remains to be seen. So far, the 
ageregate of securities bought and sold by the fed- 
eral reserve institutions is relatively small, amount- 
ing, in 1923-24, to little more than one per cent of 
the total loans and investments of the 29,000 banks 
in the United States. 


Is It Possible to Have a Saturation Point in 
Economic Development? 


Even if we assume that the federal reserve banks 
will not completely destroy the fluctuations of the 
business cycle and that Congress will never pass a 
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law adopting Professor Fisher’s plan of stabilizing 
prices, it is still possible that business cycles may 
largely disappear when the economic development of 
the world has reached what we might call a satura- 
tion point. Practically all of the booms which have 
terminated in panics, except those occurring during 
wars, have attended abnormal activity in railway 
building and other forms of economic development. 
The panic of 1847 followed a boom in railway build- 
ing in England; the panic of 1857 followed a boom 
in railway building in central Europe and the United 
States. The same was true of the panic of 1873. The 
panic of 1907 followed a boom in railway building in 
the United States and industrial development in 
other countries. 

Railway booms are not indefinitely repeated in the 
same country. It is not likely that there will be a 
period of excessive railroad construction in Great 
Britain like that which preceded the panic of 1847. 
In France, Germany, the United States, and a num- 
ber of other countries, railroad building has ap- 
proached the point of saturation. Future extensions 
of railway lines in these countries will hardly lead to 
financial crises. 

Where will future booms originate? One immedi- 
ately thinks of Russia. In Russia there should be 
conspicuous expansion of railways and construction 
of public utilities at some time. Russia is far from 
the saturation point in economic development. There 
will also be wholesale development of new petroleum 
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fields and electric power systems all over the world. 
There is still room for booms and panics in connec- 
tion with the economic development of the earth’s 
surface, politics permitting. The saturation point in 
economic development will probably not be witnessed 
during the next generation. 

As to whether the business cycle can be destroyed, 
we reach the following conclusions: 


1. There is still room for booms and periods of overspec- 
ulation as far as potential development of industrial 
resources is concerned. 

2. There is no indication that Professor Fisher’s plan to 
stabilize prices will be adopted by Congress in the 
immediate future. 

3. But it is possible that the federal reserve banks may 
effectually modify the fluctuations of the business cycle 
so as to prevent such extremes of overspeculation and 
depression as business men have been accustomed to 
expect in past generations. 


All things considered, however, we believe that a 
study of the history of panics and depressions and an 
understanding of the essential factors in the theory 
of the business cycle will continue to have practical 
value for several generations to come. 


CHAPTER IV 
THE ORIGIN OF PANICS AND DEPRESSIONS 


_ Business panics and depressions, in the modern 
sense, are a comparatively new thing. In the century 
preceding the Battle of Waterloo, we find scarcely 
half a dozen. In the Middle Ages there was none at 
all. The reason is that panics and depressions pre- 
suppose inflation of bank credit, and modern com- 
mercial banking did not emerge from the stage of 
infancy until the nineteenth century. 


General Factors in Commercial Fluctuations 


Commercial banking, however, is not the only fac- 
tor in modern business crises which was absent in the 
Middle Ages. In modern times we have free compe- 
tition in buying and selling, borrowing and lending. 
There are few restrictions upon price movements 
except the law of supply and demand. We have 
exchanges where organized speculation is carried on 
in commodities and securities. We have rapid trans- 
portation, which permits overtrading to develop 
quickly. Laws affecting interest rates permit wide 
fluctuations. Labor is congregated in industrial 


centers and is free to move from one job to another 
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in response to changes in wage rates. And despite 
tariff duties, there is an enormous international ex- 
change of goods facilitated by trade treaties, patent 
rights, protective commercial laws and convenient 
agencies for arranging trade credits and the remit- 
tance of funds. All these things permit speculation 
and commerce to expand rapidly to the point of 
crisis. They permit an excessive use of credit. 

In the Middle Ages, however, conditions were un- 
favorable to world-wide overtrading. Ships carried 
coin and bullion or salable merchandise from port to 
port to be bartered respectively for produce or the 
precious metals. No violent price inflation could de- 
velop in a year or two. ‘Trade thus confined to a 
cash basis could develop little beyond a hand-to- 
mouth character. Before cycles of commercial credit 
as we know them could develop, it was necessary to 
develop modern transportion systems so that goods 
could be moved quickly in all parts of the earth. It 
was necessary to break up the large estates which 
existed in Europe several hundred years ago. The 
ownership of land then was vested almost wholly in 
the nobility. The bulk of the population consisted of 
serfs whose labor was compulsory and paid for in 
goods, the wealth produced being divided between 
lord and serf. There was little occasion for credit in- 
flation. Moreover, each estate was largely self-sup- 
porting so that there was very little exchange of 
goods with the outside world. 

Another change from medieval conditions neces- 
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sary to bring about the development of commercial 
crises was in the attitude of the Church toward specu- 
lation and the taking of interest on trade loans. In 
the Middle Ages it was counted a sin for Christians 
to charge high prices for goods even when the supply 
was scarce and people were willing to pay high 
prices. The Church held that sellers ought to be 
satisfied with a “just” price and it frowned upon the 
taking of interest. Interest was held to depend upon 
“Time” and “Time” was something which belonged 
to God and not to man. Accordingly, although it 
was proper for the Church to collect interest on loans 
it was not for merchants. 

Another factor in modern overtrading which was 
present in much less degree a few centuries ago is 
faith in constitutional government and confidence in 
the integrity of contracts. Where such faith does not 
exist there is little investment of capital in fixed 
form; and without a period of confident long-term 
investment on a broad scale there can be no period of 
inflationary prosperity leading to a crisis. Periods 
of prosperity are most intense where there is the 
greatest faith in commercial honesty and govern- 
mental justice, and consequently, crises are the most 
pronounced where civilization is of the highest type. 
Capitalism and civilization develop hand in hand. 
Provision for the future is an essential of civilization; 
the essence of capitalism is permanent investment in 
those things which contribute to the future improve- 


ment of social conditions. 
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Credit Operations of Banks the Prime Barometer 


In the scientific study of business cycles and com- 
mercial crises, however, most of the above general 
factors may be largely ignored. We take for 
granted such things as transportation, the telegraph, 
the fluctuation of prices and interest rates according 
to the law of supply and demand, the stability of con- 
stitutional government, and universal validity of 
business contracts. Fluctuations of prices and wages 
depend more upon fluctuations in banking credit than 
upon the other factors mentioned. ‘The history of 
panics is essentially a history of the fluctuations of 
banking credit, and in studying the origin of panics 
and depressions, it is profitable to note the transition 
from the “coin” banking of medieval times to the 
“paper” character of twentieth century banking. 


Development of Commercial Banking 


As early as the thirteenth century, money changers 
in Italy became bankers for merchants in a small 
way. ‘These money changers would accept cash for 
safekeeping and then use it as a reserve against loans 
which exceeded the coin and bullion they had on 
hand. The economy of financing trade through 
money changers was evident, but owing to the lack 
of rapid means of communication and transportation 
and to the fact that the Church refused to permit 
Christians to become lenders, modern commercial 
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banking did not become of international impor- 
tance. 

In the Middle Ages banking was largely of a 
family character and generally associated with the 
enterprises of governments. The Peruzzi of Italy 
had a capital of $800,000 in 1300 and the Medici 
$7,500,000 in 1440. The Fuggers of Austria had 
about $40,000,000 in 1546. The Fuggers were de- 
scendants of a German country weaver who died in 
1409. His sons were successful craftsmen and 
traders and a grandson added banking to the busi- 
ness of the family, frequently lending money to 
Charles V of Austria in consideration of collecting 
and keeping the tax revenues of Spain and the Km- 
peror’s other dominions. After the death of the 
grandson, however, the management became ineffi- 
cient and the family fortune was soon dissipated in 
unwise enterprises. 

English merchants early adopted the practice of 
depositing their coin and bullion at the government 
mint in London Tower. In 1640, however, Charles 
I seized a large quantity of the merchants’ coin and 
bullion to bolster up his finances, and although the 
merchants secured the return of these funds later, 
their confidence in the Crown was gone. In order to 
prevent the recurrence of a similar monetary crisis, 
they decided to keep their cash in their own vaults. 
But finding their clerks more dishonest than the king, 
they gradually began doing business with the gold- 
smiths. The latter soon found it practicable to make 
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loans equal to several times the cash deposited with 
them. 

This lending and discounting business was so 
profitable that they began to offer 6 per cent to at- 
tract deposits. In The Mystery of the New Fash- 
ioned Goldsmiths or Bankers (1676), we read: 


Having thus got Money into their hands, they pre- 
sumed upon some to come as fast as others were paid 
away, and upon the confidence of a running Cash (as 
they call it) they began to accommodate men with 
moneys for Weeks and Months, upon extraordinary 
gratuities, and supply all necessitous Merchants that 
overtraded their Stock with present Money for their Bills 
of Exchange, discounting sometimes double, perhaps 
treble interest for the time, as they found the Merchant 
more or less pinched. 


Cromwell attempted to establish regular banking 
corporations such as had been developed in Italy at 
that time but without success, and the Protector’s 
government was largely financed by borrowing regu- 
larly from the goldsmith bankers. When Charles IT 
came to the throne he desired to efface every evidence 
of Cromwell’s administration. To pay off the sol- 
diers of the latter’s republican army he levied upon 
the goldsmiths for the necessary ready money, as- 
signing to them the first revenues which should come 
in from specified sources. This levy alarmed the 
merchants and other citizens who had deposited 
money with the goldsmiths, and in 1667, when the 
Dutch raided the English coast, there arose the fear 
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that the money advanced to the king might not be 
repaid. 'The king allayed public suspicion by a royal 
proclamation, but this was a matter of policy rather 
than honesty. In 1672, being short of funds again, 
he announced that payments from the royal treasury 
would cease for a time. The goldsmiths could not re- 
pay merchants, and merchants could not meet their 
obligations. All ranks of society were visited with 
the distress and despair of economic hopelessness. 
After nearly thirty years of litigation an act of Par- 
liament provided for part payment of the claims of 
the goldsmiths and their depositors, though to this 
day there remain unpaid $15,000,000 and interest. 


Reason for Organizing the Bank of England 


After this act of royal dishonesty, the goldsmiths 
were either unable or unwilling to advance funds for 
the war against Louis XIV of France. The failure 
of the King to get funds by direct appeal caused Par- 
liament to incorporate the Bank of England in 1694. 
The statute provided that the capitalists who were 
granted the charter for the bank should make a loan 
to the government. Much of the $6,000,000 stock 
was sold in Amsterdam, which was then more im- 
portant than London as an investment center. 

The promotion of the Bank of England was a com- 
plete success. Government securities which the pub- 
lic had bought only timidly when offered at a discount 
of from 25 to 30 per cent, the bank agreed to buy at 
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par. With government credit restored, the commer- 
cial wars of Great Britain were carried on with un- 
precedented vigor. During the 126 years from 1688 
to 1815, sixty-four years found England at war. 
Holland, Portugal and France were all vanquished, 
and vast opportunities were opened to English trad- 
ers. It was largely in connection with periods of 
foreign commercial expansion financed by British 
traders and capitalists that the early crises and panics 
occurred. But crisis-breeding credit banks were slow 
in developing in England. During the century 
1700-1800, English exports increased from $30,- 
000,000 a year to $200,000,000 without the assistance 
of a soundly organized commercial banking system. 
The Bank of England did not establish convenient 
branches. Hundreds of shopkeepers, merchants and 
contractors all over the country began to issue notes 
in order to supply local needs for a circulating cur- 
rency during the industrial revolution which followed 
the invention of steam and the rise in the use of 
manufacturing machinery between 1750 and 1800. 
In the operations of these self-constituted “bankers”, 
we find the species of modern banking credit which 
is intimately associated with business panics as we 
know them in the twentieth century. 

Having traced the development of commercial 
banking, let us mention that cycles of bank credit are 
intimately involved with oscillations of the prices of 
commodities and securities. As part of our discussion 
of the origin of crises and depressions it is fitting to 
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note the development of speculation and price fluc- 
tuations during the period of transition from medie- 
val stagnation. 


Development of Public Speculation 


During the sixteenth century the business com- 
munity of Antwerp began to break away from me- 
dieval restrictions, and loanable capital was traded 
in on a public exchange. The public dealings, how- 
ever, were more in capital loaned to governments 
than in private enterprises, and Antwerp was hard 
hit owing to the continued defaults of royalty. It 
remained for Hamburg, Frankfort, Amsterdam and 
London to provide exchanges for the first important 
beginnings of modern corporate undertakings. 

When the shares of the Dutch East India Com- 
pany were sold to the public in 1602, Holland led the 
world in foreign commerce and Amsterdam was the 
money center of Europe. Until about 1650, the 
ships of Holland preponderated in the commerce of 
northwestern Europe and were the most active car- 
riers in the Baltic. In the presence of the English 
naval ascendency during the century beginning with 
Cromwell’s aggressive commercial program, however, 
the mercantile leadership of Holland declined as her 
political power vanished, and Dutch investors de- 
siring to participate in new foreign undertakings 
were compelled more and more to seek an outlet for 


1See Clive Day, History of Commerce, p. 156. 
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their funds in enterprises promoted in London, the 
capital for the Bank of England and many British 
trading companies being largely subscribed in Am- 
sterdam. 

Within a century after the discovery of America, 
England had divided the world into about a dozen 
different trading areas, each to be exploited by a 
trading company having a monopoly of all British 
commerce in its territory. At first, of course, the 
assets of these monopolies were little more than royal 
charters authorizing them to drive out merchants of 
Holland, Portugal, France, and Spain from their 
particular commercial preserves wheresoever pre- 
émpted. 

After 1650, however, English commerce began to 
show cumulative results, and fired by tales of fab- 
ulous wealth xn America and India, the English 
people began to speculate recklessly in every kind of 
promotion whether meritorious or ridiculous. After 
centuries of feudal, canonical, and gild restrictions, 
the floodgates of business activity were opened and 
private capitalists hastened to explore and possess 
the remote areas of the world. The gold from newly 
discovered mines in America tended to increase prices 
and trading profits, and owing to the apparently 
boundless possibilities of trade, the speculative imagi- 
nation of the public overanticipated the immediate 
earnings. 'The result was the “Bubble Period” dur- 
ing 1715-1740. 

Stock jobbing in most of its modern aspects had 
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developed by this time and public participation in 
speculation was broad enough to permit adroit mar- 
ket manipulation. This is indicated in a pamphlet 
written shortly after 1700, which tells how a certain 
professional speculator would give one set of Lon- 
don brokers orders to sell a few shares of stock, inti- 
mating publicly that he had information from good 
sources regarding rumor of disaster, while authoriz- 
ing others to buy for him with “privacy and caution”. 


Development of International Price Fluctuations 


In the twentieth century a rising market in one 
city or country becomes a selling place for all other 
cities or countries where prices are below interna- 
tional parity. Advances in money rates and wages 
will attract gold and immigrants. Perfect equilib- 
rium is never witnessed in the world’s markets, 
whether for commodities, securities, money or labor, 
but the ever-present tendency toward international 
readjustment is always an influence upon business 
conditions in every country on the globe. Owing to 
international communication and transportation, the 
expectation of international speculation and univer- 
sal price fluctuations throughout the world are essen- 
tial presuppositions in modern business life. 

Before the development of steam locomotion, teleg- 
raphy, and the commercial and financial exchanges, 
however, it was not unusual to have a superabun- 
dance of the necessities of life in one country simul- 
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taneously with famine and starvation in another—in 
fact, instances are recorded of wasted abundance in 
one part of France while another province in the 
same country suffered severe economic hardships. It 
was impossible to have an international price move- 
ment through a period of years, developing into a 
cycle of trade with alternate prosperity and depres- 
sion. ‘Then, too, price regulation restricted commer- 
cial activity. On this point Professor W. J. Cun- 
ningham writes as follows: 


In our modern days we take for granted the existence 
of continual fluctuations in price as medieval society did 
not. It is by taking advantage of fluctuations that money 
is most frequently made in modern times; but the whole 
scheme of commercial life in the Middle Ages was sup- 
posed to allow only a regular trade profit on each trans- 
action. All the industrial and commercial institutions of 
the fifteenth century—craft guilds, merchant companies, 
or “Flanders fleets”—were engaged in regulating industry 
and commerce, so that there was comparatively little room 
for fluctuations. As all these institutions decayed, a great 
opportunity was given for enterprise and business capac- 
ity (and) in modern times it is by the idea of scarcity 
that the rate of exchange is agreed on. 


Recapitulation 


Panics and depressions are relatively new. They 
began to appear about two hundred years after 
Columbus discovered America. They became quite 
frequent during the rapid economic development 
which followed the ending of the Napoleonic wars. 
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They were the consequence of attempting to develop 
the economic resources of the world too rapidly. The 
conditions which favored this attempt to develop 
rapidly were the breaking up of medieval restrictions 
upon commerce on the Continent of Europe and a 
broadening of international commerce. 

In studying panics and depressions and business 
cycles, however, we are not primarily interested in the 
world’s growth in respect to population, transporta- 
tion, industrial production, and commerce. The 
nature of panics and depressions and the principles 
of the business cycle are the same whether the popu- 
lation of a country is twenty million or one hundred 
million, and whether goods are shipped by coach, 
canal, steamship or railroad. The principles in- 
volved in this study are related essentially to the in- 
flation and deflation of prices, wages, and bank 
credit. 

In Chapter II the general principles of the sub- 
ject were discussed; in later chapters these principles 
are illustrated by a description of the panics and de- 
pressions and business cycles of more than a century. 


CHAPTER V 
THE MISSISSIPPI BUBBLE AND CYCLE THEORY 


The Mississippi Bubble is a classic example of 
financial foolishness. Historians discuss it as a ro- 
mantic episode. Economists use it as incontrovert- 
ible evidence of the unsoundness of issuing paper 
money against mortgages and company shares. But 
it is not usually considered similar in nature to mod- 
ern business crises because in 1720 commerce and 
finance lacked some of the familiar features of pres- 
ent day organization. 

Upon a close study of the development of this 
bubble, however, we can observe the chief essentials 
of the modern economic cycle. There was a bank. 
It supplied abundant funds causing interest rates to 
fall and stimulating speculation in stocks. The ease 
of securing money from a bank upon pledge of 
securities led to an expansion in public spending. 
The prominent characteristics of modern inflation 
periods were thus in evidence. Then came the explo- 
sion. Like modern panics it was featured with a run 
on the bank and the hoarding of gold. 

But suddenly the bank was closed and destroyed. 
With the passing of the bank a new cycle could not 


immediately develop because there was no machinery 
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left to provide the abundant supply of loanable funds 
which is always necessary to start a cycle in motion. 
The theory that cycles are self-perpetuating did not 
work in France in the decade following 1720 because 
the Banque Royale was not perpetuated. The theory 
of the cycle, therefore, is a “limited theory”. To 
have a self-perpetuating economic cycle, we must 
perpetuate our modern commercial banks. 

Despite the lack of immediate self-perpetuation of 
the cycle after 1720, however, the “Law of Loanable 
Funds” operated during the Mississippi Bubble. 


The Banking Ideas of John Law 


John Law was born in 1671 in Edinburgh, Scot- 
land. His father was a goldsmith and_ banker, 
though not in the modern sense of the word. He was 
merely a private individual of some wealth who 
bought and sold gold coins and made small loans to 
people whom he knew. Modern commercial bank- 
ing was then little developed. Merchants did not 
generally do business by check. But commerce was 
growing rapidly in London, Liverpool and other sea- 
ports and there was a constantly growing demand for 
a national currency in England. There could be no 
stability in commerce so long as the currency was 
subject to the financial machinations of British kings. 

As a result of agitation for a stable currency, many 
plans for a national state bank were advanced. 
Some of these plans were unsound, but the one 
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finally selected was good. It provided for bank notes 
secured either by gold or by promissory notes run- 
ning for short periods only. This plan, proposed by 
William Paterson, found favor with the King because 
he needed money to fight France. By agreement, 
William Paterson and his associates paid the King 
£1,200,000 for a charter, and under this charter the 
Bank of England was organized on July 27, 1694. 

In this period of discussion of banking legislation, 
John Law grew up. He was personally in favor of 
unsound banking schemes, such as making loans and 
issuing bank notes against land, and the reason is not 
far to seek. His father, who died while John Law 
was a mere youth, was the owner of extensive lands 
near Edinburgh. If there was to be banking legis- 
lation John Law naturally desired to have the privi- 
lege of obtaining bank notes by pledging his land as 
security. Fortunately for England such a plan was 
never adopted. 

In 1694, the year when the Bank of England was 
established, John Law killed Beau Wilson in a duel 
and was sentenced to prison. He escaped to Hol- 
land. Here he had a splendid opportunity to observe 
the conduct of banking and financial affairs, because 
at that time Amsterdam took rank ahead of Paris, 
London and Hamburg as the chief financial center 
of the world. It was in Amsterdam that he devel- 
oped his ideas for increasing the prosperity of the 
world by issuing bank notes against real estate mort- 

*W. F, Spalding, The London Money Market, p. 36. 
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gages and corporation stocks. After traveling over 
Kurope for some years, he returned to Scotland 
shortly after the failure of the Darien Expedition 
(1695-1701). Numerous investors in Scotland had 
lost money in this enterprise and were financially 
embarrassed, but the Scots were too canny to accept 
John Law’s proposal to issue bank notes against land. 
In 1708, at the age of 37, Law visited Paris and 
attempted to interest the French government in a 
plan to escape from its financial difficulties. But 
Louis XIV refused to talk to a non-Catholic and the 
Paris Chief of Police expelled Law as an undesirable 
character. Meanwhile, however, he had found favor 
with the Duke of Orleans and when the French king 
died in 1715 and the Duke of Orleans became regent 
of France, John Law returned to Paris. He was 
now 44 years of age and was better informed on po- 
litical economy and practical financial matters than 
the majority of men in the French government. 


The French Debt 


If the financial position of the French government 
had been comfortable, nothing further might have 
been heard of John Law. However, the govern- 
ment’s position was desperate. Louis XIV and his 
extravagant court had plunged the country into debt 
so heavily that it was unable to maintain its military 
and political strength relative to other countries. 
The Grand Monarch had sold government securities 
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until they were a drug on the market. He had issued 
paper money until it circulated at an enormous dis- 
count. He had created new offices and sold titles to 
wealthy individuals. At the time of his death, the 
government debt was 8 billion livres. The interest 
charges, if estimated as low as 4 per cent, would be 
120 million livres. But the ordinary expenses of the 
government were around 150 million livres, and the 
taxes collected annually were scarcely equal to this 
amount, leaving little or nothing for interest on the 
national debt. Small wonder that French politicians 
in 1715 discussed debt repudiation in order to achieve 
financial freedom in dealing with international prob- 
lems. 

At this point John Law entered the field and be- 
came the dominating factor in French finance dur- 
ing the next five years. 


The General Bank 


John Law had a vision of a great company to man- 
age the foreign trade of France, to collect taxes and 
issue paper money. He unfolded his plan to the 
Duke of Orleans. The Council of Finance of 
France, however, was opposed to such a plan and 
the Regent allowed Law merely to establish a small 
bank as an experiment. This was done by an edict 
of May 2, 1716. This small bank managed by Law, 
called the General Bank, had a capital of 6 million 
livres. The stock represented fairly liquid assets at 
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the outset. Subscribers were to pay in four instal- 
ments, one-fourth in coin and three-fourths in gov- 
ernment paper. This pleased the Regent because 
the government’s credit was improved. 

The notes of Law’s bank also found favor with 
merchants. ‘They were very convenient as means of 
remittance between Paris and other French cities and 
a steady improvement in trade during 1716 resulted 
from the expanding operations of Law’s bank. An 
important factor was a decline in the rate of interest 
which had previously been excessive, but which soon 
fell as low as 4 per cent. On April 10, 1717, the gov- 
ernment ordered the Tax Collector to receive the 
notes of the General Bank in payment and to redeem 
them upon demand in gold or silver at request of the 
holder of the notes. The bank became so popular 
that it soon had a note issue of 60 million livres, or 
ten times its original capital. Even with this large 
note issue, however, there was no danger of undesir- 
able inflation. The explanation is that the normal 
trade requirements of France for a circulating cur- 
rency were greater than the amount of notes issued 
up to this time. As long as the amount of notes in 
circulation was restricted, there was no danger of 
harmful inflation. The fact that the notes of John 
Law’s bank circulated at a premium of 15 per cent 
over the government’s own circulating currency was 
evidence that the supply was being restricted to a 
safe amount, and also that the supply of government 
notes in circulation was excessive. 
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The success of John Law’s bank made the Duke 
of Orleans jealous. He was not a serious student of 
economics but rather one of those so-called practical 
men who believe that ‘““Nothing succeeds like success” 
and “The proof of the pudding is in the eating”. By 
the summer of 1717, the Duke was convinced that 
John Law’s ideas were sound and at last the adven- 
turesome Scotchman was allowed to proceed with the 
full development of his “system.” 


The Louisiana or Mississippi Company 


The next step was to organize a foreign trading 
company. At first the French government gave 
John Law a monopoly over the commerce and colo- 
nization in all the lands of North America watered 
by the Mississippi River. The company was called 
the Louisiana Company. Some called it the “Mis- 
sissippi Scheme”. 'The capital stock was to be over 
sixteen times as great as that of the General Bank. 
The stock offered amounted to 200,000 shares at 500 
livres per share, a total par value of 100 million 
livres. But this was not all cash. The promoter of- 
fered to accept the paper money notes which had 
been put into circulation by Louis XIV at their face 
value although these notes had for many years been 
circulating at a great discount. Investors could not 
be very enthusiastic about a proposition whose stock 
was exchanged for depreciated paper money and 
whose future earning power was doubtful. At any 
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rate there was no great excitement about the Mis- 
sissippi Company for some time after its organiza- 
tion in August, 1717. 

Gradually, however, the company gained prestige. 
The government gave it a monopoly of the trade with 
Asia and Africa. The name was changed to “Com- 
pany of the Indies”. ‘The real blowing of the Mis- 
sissipp1 Bubble began shortly after December 4, 
1718 when the government decided to convert the 
General Bank operated by John Law into the “Royal 
Bank” with Law as general manager. The govern- 
ment guaranteed to redeem the circulating notes of 
the Royal Bank in gold. The amount of the circu- 
lating notes of the bank at this time was about 110 
million livres. ‘The increase in the bank currency cir- 
culation itself might have stimulated speculation 
owing to a gradual inflation of prices. 

The factor which started speculation in the shares 
of the foreign trading company, however, was the 
published promise of John Law to redeem the stock 
at the par value of 500 livres per share at an early 
date. Those who had bought the stock with the old 
paper money of Louis XIV, and therefore at a great 
discount, were now inclined to hold on, and the actual 
supply available in the market became scarce. The 
price rapidly rose above par. This encouraged the 
promoter; 50,000 new shares were issued at 550 livres 
each. But there were 300,000 applications for this 
issue and the stock quickly rose to 1,000 livres per 
share. The public became excited. Men and women 
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of high rank besieged the modest residence of John 
Law, seeking to get rich quickly. The government 
took advantage of the situation to reduce the French 
national debt. During the first half of 1719, 300,000 
new shares were sold at the absurd price of 5,000 
livres each. In November a number of shares were 
bought at 10,000 livres each. Law’s profits were so 
enormous that he could buy almost anything in the 
kingdom except the highest offices in the state, which 
were denied him because he was not a Catholic. 
However, that proved no serious consideration and 
when Law promptly changed his faith from Protes- 
tant to Catholic, the Duke of Orleans made him 
Controller-General of Finances, January 5, 1720. 
The last step in the development of the “system”’ 
was the merging of the Royal Bank as a department 
in the Mississippi Company on February 23, 1720. 
As head of the company John Law was dictator of 
stock-jobbing, banking, foreign trade and the finances 
of the French government. 


The Speculative Mania 


When the speculative mania for Mississippi stock 
began, John Law had a modest residence in the Rue 
Quincampoix. The street in the neighborhood of his 
residence was filled with crowds gambling in the 
stock from six o’clock in the morning until eight 
o’clock in the evening. Men and women of the high- 
est rank sought acquaintance with the Scotch pro- 
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moter. “Interviews with Law were sought with so 
much assiduity,” said Francis, “that one lady caused 
her carriage to be upset to attract his attention; and 
another stopped before his hotel, and ordered her 
servants to raise the cry of ‘fire.’ But the Rue 
Quincampoix was too small to accommodate the 
rapidly increasing speculative fraternity. John Law 
then purchased the Hotel de Soissons and established 
his office there, while the Place Vendome superseded 
the Rue Quincampoix as a stock market. This street 
soon presented the appearance of a bazaar. Thither 
came adventurers and gamblers from foreign coun- 
tries as well as gentlemen from the country estates of 
France. ‘The people in the provinces grew envious 
of the profits being made in Paris. Land was sold 
by the proprietors for the best price obtainable and 
the proceeds taken to Paris to be invested in “Mis- 
sissippl” stock. 


Trade Activity 


As the public acquired an abundance of paper 
money by pledging their stock at the Royal Bank, 
there was extravagant spending by the paper money 
profiteers. In one week John Law paid the Count 
D’Evreux for the Compte of Tancarville, 80,000 
livres; offered to the Prince de Carignan 1,100,000 
for the Hotel de Soissons; 500,000 to the Marchion- 
ess Beuvron for her estate of Lillebon, and 1,700,000 
livres to the Marquis of Sully for his Marquisate of 
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Rosny. In all, he secured fourteen large estates and 
also the titles which were attached to them. The ac- 
tivity in merchandising and prodigal spending by the 
public are described by John Francis as follows: 


The arts were encouraged. Beautiful paintings were 
imported. . . . Palaces rose on all sides with the rapid- 
ity of enchantment; fortunes were lavished on furniture, 
equipages, dress and jewels; and entertainments were 
habitually given, which seemed to have had their proto- 
types in the fairy tales. . . . That the passion for paper 
was carried to a great length may be collected from the 
phraseology of the day. To the question, ‘““Have you any 
gold?” “Nothing to do with it,” was the general an-_ 
swer. 


The population of Paris increased by 305,000 souls. 
Lodgers were housed in garrets, kitchens and stables. 
Carriages in the streets were so numerous that slow 
driving was necessary to avoid accidents. The looms 
of France were busily operated to supply laces, silks, 
broadcloths and velvets in demand at fourfold: prices. 
Artisans’ wages rose from 15 to 60 sous per day. 
Bread, meat and vegetables rose accordingly. 


Social Demoralization 


Society was dislocated. The aristocrat who re- 
frained from buying stock and borrowing money 
from the bank was unable to keep pace with the nou- 
veau riche. Workmen lucky enough to profit from 
speculation turned to frivolity. Others turned to 

*John Francis, History of Bank of England, vol. 1, pp. 106-109. 
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crime. Murders were prevalent and laxity in morals 
became general. The “labor turnover” became a 
problem for employers. Francis writes: 


Law’s coachman made a fortune; and when his mas- 
ter requested him to supply a substitute, brought two, 
saying, whichever the projector refused he would take for 
himself. 

The people emulated one another in luxury. Equi- 
pages more remarkable for splendor than taste rolled 
about the streets. Footmen got up behind their own car- 
riages, so accustomed were they to that position. One of 
those who had done so recollected himself in time to cover 
his mistake by saying he wished to see if room could be 
had for two or three more lackeys whom he had resolved to 
hire. The son of a baker, wishing a service of plate, sent 
the contents of a jeweler’s shop to his wife, with direc- 
tions to arrange the articles properly for supper. The 
opera was crowded with cooks, ladies’ maids and gri- 
settes ; dressed in the superbest style of fashion, who had 
fallen from a garret into a carriage. 


Thus was the extravagance of the late grand mon- 
arch emulated by the extravagance of the proletariat. 


The Financial Crisis 


Not all Frenchmen, however, were under the delu- 
sion that this paper money paradise represented 
prosperity of a permanent sort. It will be recalled 
that in Scotland, Italy and other countries the better 
educated among bankers and nobles had considered 
John Law’s ideas unsound, and in France, also, a 


3Charles Mackay, Popular Delusions, London, 1869, p. 23. 
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number of the nobility and government officials ex- 
perienced in finance saw the handwriting on the wall. 
The Prince de Conti, who had enormous profits in 
paper money, presented bank notes at the Royal 
Bank and demanded payment in gold or silver. 
Three wagons were required to move the metal and 
John Law made complaint to the Duke of Orleans, 
who by a royal decree ordered two-thirds of the gold 
and silver returned to the bank. This caused other 
shrewd persons to resort to stratagem. One interna- 
tional banking house sent notes quietly and in small 
amounts until a large quantity of metallic money was 
obtained and then placed the gold and silver in a cart 
covered with straw and successfully carried it off. 
Others, too timid to demand gold from the bank, pur- 
chased expensive jewelry and sent it to Belgium or 
England, whither they promptly followed to enjoy 
possession of easily gotten treasure. It is estimated 
that 500 million livres in gold and silver were taken 
out of the country. 

When the Bank became weakened from the con- 
stant drawing upon its metallic reserves, there was a 
reversal of speculative sentiment. Speculators at- 
tempted to realize their immense paper profits. They 
sold feverishly. The price of Mississippi shares de- 
clined. A crisis existed from which there was no es- 
cape, and the developments of the first six months of 
1720 very clearly demonstrated how little the influ- 
ence of politicians and political decrees can change 
the natural trend of economic forces. 
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Political Effort to Maintain Values 


The first measure to prevent a banking collapse 
was a decree prohibiting the use of gold and silver as 
money. The Duke of Orleans also forbade private 
individuals to keep more than 500 livres in metallic 
money in their houses. This ordinance forced the 
public to deposit 40 million livres of coin in the bank 
in a single month. But it did not stop the growing 
distrust of paper money.’ Moreover, the distrust of 
the bank notes in circulation soon spread to the rest 
of the “system”. People began to sell the Mississippi 
shares for what they could get. In March, 1720, 
the Duke of Orleans issued an edict fixing the price 
of the stock at 9,000 livres and ordered the bank to 
buy and sell at that price. But no one bought and 
many would have been glad to sell at a lower price if 
the government had not set a minimum. However, 
the public logically concluded that if the stock was 
not worth the fixed price, then the bank notes secured 
by the shares were no longer worth their face value. 
Two and a half billion livres of the bank notes were 
in circulation and for two months during the spring 
of 1720 the public attempted to get rid of the paper 
money at a sacrifice. Finally, on May 21, 1720, the 
Duke issued an order that both the stock and the 
paper money should be reduced in value by one half.’ 
By this time, however, merchants absolutely refused 


4Prancis, p. 113. 
*[oid., p. 114, 
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to accept the notes in payment for merchandise. 
There was a persistent run on the bank. The Duke 
issued a decree suspending payment. 

The “system” had completely collapsed. On May 
29, 1720, John Law resigned as head of the Missis- 
sippi Company. The Duke of Orleans encouraged 
the public to ascribe their misfortunes to John Law, 
and so many attempts were made upon the life of the 
Scotch promoter by angry mobs that he was accorded 
an armed guard and finally given shelter in the pal- 
ace. Early in 1721 Law returned to England, penni- 
less except for a diamond valued at five thousand 
pounds. He had believed in his system and had made 
no attempt to smuggle a fortune out of France, his 
total profits being invested in French property. In 
1725 he went from England to Italy, where he died 
in Venice on March 21, 1729. 


The Bank Destroyed 


It has frequently been said that: the problems of 
reconstruction in time of peace are as difficult as the 
problems of war. Similarly, it might have been said 
that the problems of readjustment in France after 
the panic of 1720 were more troublesome than had 
been the process of inflating Mississippi stock and 
the note circulation of the Royal Bank in 1719. It 
was a foregone conclusion that everything pertain- 
ing to John Law’s system would have to be elimi- 
nated from French finance. Not only was the public 
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enraged but some of the soundest and ablest public 
officers in France had heen subordinated or retired 
from office in order to make way for the development 
of the Mississippi scheme. 

The privileges of banking and collecting taxes 
were entirely taken away from the Mississippi Com- 
pany by the enemies of the system in November, 
1720, whereupon it was reorganized merely as an ex- 
porting and importing concern. ‘To retire the note 
circulation of the Royal Bank, the government agreed 
to convert all bank notes outstanding into govern- 
ment securities with the provision that the total debt 
after conversion should not be greater than it was 
before the advent of John Law. It was also arranged 
that the rate of interest should be reduced by one- 
half, so that the financial obligations of the govern- 
ment were less burdensome than at the time of the 
death of Louis XIV. 

The finances of France were thus restored to a 
sober basis, and the French people returned to the 
ordinary ways of earning a living. Banks and stock 
promotions were objects of popular hatred, and there 
was little likelihood of another speculative orgy dur- 
ing the life of the generation which had witnessed the 
collapse of the Mississippi Bubble in 1720. 


CHAPTER VI 
THE SOUTH SEA BUBBLE 


The story of the South Sea Bubble is one of an 
unholy alliance between British politics and corpora- 
tion finance. If the Whig Party had not fallen from 
power in 1710, there might have been no South Sea 
Bubble. The Bank of England was considered a 
Whig institution, having been organized in 1694 by 
men prominent in that party and wealthy merchants 
of Whig affiliations. It had been a profitable invest- 
ment for its stockholders and was much envied by 
aristocratic Tories. Consequently, when the Tory 
Party came into power in 1710, it was only natural 
that wealthy merchants of that party should seek to 
organize a company for the purpose of using “politi- 
cal pull” to get special commercial privileges from the 
Crown. 'To that end a number of them formed the 
South Sea Company in 1711. A monopoly of the 
British trade with South America and the Pacific 
Islands was the principal asset. Its promoters se- 
cured this monopoly of trade by subscribing £10,- 
000,000 for the purchase of British government 
securities. Both the government and the company 
benefited from this transaction for the government 


received this large amount of cash and the company, 
86 i 
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in addition to trade privileges, was to receive 6 per 
cent on the securities purchased. The annual inter- 
est of £600,000 was to be secured by certain tariff 
duties. As the years went on, the company became a 
special pride of the Tories and it obtained further 
privileges in foreign trade by fresh loans to the gov- 
ernment. In 1718, the King of England became its 
governor. 

But in 1719, the news of John Law’s juggling of 
the French national debt suggested to the South Sea 
directors how they might imitate him in England to 
their own profit and at this point began the wild orgy 
of speculation popularly known as the South Sea 
Bubble. 

The government debt of Great Britain was slightly 
over £50,000,000. Sir John Blunt proposed a 
scheme to exchange shares of the South Sea Com- 
pany for government securities with the provision 
that the company should accept a reduction in the 
rate of interest to 4 per cent on government securities 
then in its possession. ‘This would mean a sub- 
stantial reduction in treasury disbursements ulti- 
mately, as Blunt and his associates hoped they would 
acquire the entire national debt. 

Before presenting this scheme to the investors who 
owned government securities, however, it was neces- 
sary to get the consent of Parliament. 'To secure 
this consent, the directors of the South Sea Company 
offered to pay the government treasury several mil- 
lion pounds. The Bank of England became alarmed 
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at the pretentious plans of the company and offered 
the government the large sum of £5,000,000 for the 
same privilege. Fortunately for England the Bank 
was saved from its own will to folly, for the South 
Sea promoters raised their bid to £7,567,000, which 
was accepted and approved by Parliament in April, 
1720. 

In order to make the scheme popular with infiu- 
ential persons, a great deal of stock was fictitiously 
created and given to cabinet ministers, duchesses, 
earls and countesses. The King realized large profits 
and likewise the German ladies of his court. Ere the 
bubble was full-blown, the King was visiting in Han- 
over, doubtless financing his trip with profits derived 
from the sale of South Sea stock. 

The general public, however, did not fare so well. 
The directors of the company thought that, with their 
monopoly trade privileges, the stock would soon pay 
dividends of 30, 40 or even 50 per cent, and that 
every £100 of the South Sea stock should be ex- 
changed for at least £300 of government securities, 
although in January, 1720, it could be had at 1281/4. 
Accordingly, after Parliament approved the plan 
in April, the directors sold several millions at the 
price of 300. Large amounts were sold at 550 in 
May and 890 in June. At the top price of 1000, 
reached in July, the directors sold £5,000,000 of the 
shares. 

There were two reasons for the extraordinary suc- 
cess of the scheme proposed by Sir John Blunt. 
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First, there were plenty of surplus investment funds 
in the hands of the public because the excessive issue 
of paper money in France was driving gold and sil- 
ver out of that country, and a great deal of it found 
its way to England. Second, and more important, 
it had been reported that people in France who had 
traded their government securities for Mississippi 
stock had been well satisfied with their bargain and 
this fired the imagination of the British investors who 
owned British government securities. It required 
little urging to persuade them to trade their govern- 
ment securities for South Sea stock. 


The Public Mania for Speculation 


The rapid advance in the stock caused the public 
to become excited. There was a wild mania of specu- 
lation and there were numerous promoters to supply 
every variety of taste for securities. Hundreds of 
new companies were formed. Many were legitimate 
commercial and financial corporations, but there were 
many unsound schemes, including a company to dis- 
cover “perpetual motion” and a company to make 
“butter from beech trees”. One company was to 
reveal its purpose at some future time, and curiously 
enough the promoter secured a substantial amount of 
investment cash and left the country. The Prince of 
Wales, being offered £60,000 to become the head of 
the Welsh Copper Company, promptly accepted the 
cash and then immediately withdrew his name. 
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Of the public indulgence in speculation, John 
Francis writes as follows: 

Exchange Alley was filled with a strange concourse of 
statesmen and clergymen, churchmen and _ dissenters, 
Whigs and Tories, physicians, lawyers, tradesmen, and 
even multitudes of females. All other professions and 
employments were utterly rejected. 


It would seem, however, that there were poets who 
refrained from speculation. One of them gave us the 
following descriptive rhyme: 

In London stands a famous pile, 
And near that pile an alley, 


Where merry crowds for riches toil 
And wisdom stoops to folly; 


Our greatest ladies hither come 
And ply in chariots daily; 

Or pawn their jewels for a sum 
To venture in the alley. 


Public Extravagance and Social Laxity 


In England, as in France, luxury, vice and crime 
were conspicuous in 1720. Intoxicated by imaginary 
wealth, speculators “pampered themselves with the 
rarest dainties and the most expensive wines; pur- 
chased the most sumptuous furniture, equipage, and 
apparel, though without taste or discernment; their 
discourse was the language of pride, insolence and 
ridiculous ostentation. They affected even to scoff 
at religion and morality’’.’ 


* Francis, p, 125. 
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A. London paper on August 5, 1720, pictures the 
extravagances of the South Sea profiteers during the 
summer months as follows: 


The city ladies buy South Sea jewels; hire South Sea 
maids; take new country South Sea houses; the gentle- 
men set up South Sea coaches and buy South Sea estates; 
they neither examine the situation, the nature or quality 
of the soil, or price of the purchase.’ 


Collapse of Speculation 


Fortunately for England the madness of the spec- 
ulating public did not last for many months. The 
directors of the South Sea Company manifested dis- 
pleasure at the success of many other promotions, 
and used their political influence to induce the lord 
justices to abolish nearly one hundred companies as 
illegal. On August 18, they obtained a writ of scire 
facias against the York Buildings Company, the 
English Copper Company and the Welsh Copper 
Company, and Crown lawyers were directed to pros- 
ecute all other companies selling stock without due 
legal permission. The shares of the York Buildings 
Company dropped from 300 to 200 and within a few 
days other companies had no buyers at any price. 
The legal prosecution had burst the bubble. At 
this time the South Sea stock was selling at 850, but 
one September 29 it dropped to 175 and in November 
it reached 135. ‘The directors declared that a divi- 


2 Tbid., p. 124. 
"David Macpherson, Annals, vol. 3, p. 100. 
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dend of 60 per cent in cash would presently be paid 
and promised dividends of 50 per cent annually for 
twelve years, but all this failed to restore public con- 
fidence; pessimism increased as the news of the spec- 
ulative collapse in France came to London. It was 
reasoned that after all the South Sea stock proposi- 
tion was a good deal like the Mississippi Bubble— 
nothing but an exchange of corporation stock for 
government securities with no attending growth in 
the volume of foreign trade. | 

In order to restore confidence, the Bank of Eng- 
land prepared an agreement to finance £3,500,000 of 
South Sea stock at a price of 400, but before the 
agreement was ratified a number of embarrassed in- 
dividuals made heavy withdrawals of deposits from 
the Bank and its directors let the deal fall through. 
Thereafter they calmly viewed the downfall of their 
erstwhile rivals, the Tory South Sea directors, with 
some degree of satisfaction. 


The Unscrambling Process 


The scheme having failed, the government released 
the company from its contract. Those who had sub- 
scribed for South Sea stock at the top price of 1000 
in July, desired revision of their contracts, and the 
directors agreed to let them have the stock at 400. 
But with the stock presently selling at 135, even 400 
seemed a high price. In fact, it meant financial ruin 
to many investors to make an attempt to pay for the 
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stock at the prices stipulated in the subscription con- 
tracts. ‘The best classes of people, especially those 
who had previously owned government securities, 
were most heavily involved. Many private bankers, 
then called “goldsmiths”, had loaned money on South 
Sea stock at high valuations and were forced to sus- 
pend payment to depositors when the stock declined. 
As to the intensity and extent of financial distress, 
Macpherson in his chronicle of 1720 writes: 


Towards the close of this year of marvels were seen 
the great losses of many families of rank, and some of 
great quality, and the utter ruin of merchants before of 
great figure, and also of certain eminent physicians, 
clergymen and lawyers, as well as of many eminent trades- 
men; some of whom, after so long living in splendor, were 
not able to stand the shock of poverty and contempt, and 
died of mere heart-break; others withdrew to remote 
parts of the world and never returned.’ 


But many gave vent to their rage by besieging 
Parliament and demanding political measures to re- 
store their lost fortunes; and after Parliament assem- 
bled on December 8, 1720, both houses inquired into 
the affairs of the company. In January, 1721, the 
treasurer of the company having absconded, it was 
voted to prohibit the directors from leaving England. 
Their estates were confiscated by act of Parliament. 
The estates were valued at a little over £2,000,000 of 
which about 18 per cent was returned to the directors 
for their personal maintenance, the balance of 


4David Macpherson, Annals, vol. 3, p. 103. 


94 FINANCIAL AND BUSINESS FORECASTING 


£1,660,000 being devoted to the relief of the unfortu- 
nate buyers of South Sea stock. Sir John Blunt, 
however, was permitted to retain only £5,000 of his 
estate of £183,000. 


Fools lost when the directors won; 

But now the poor directors lose, 

And where the South Sea Stock will run, 
Old Nick, the first projector, knows. 


Conclusions on Bubbles 


The conditions attending the bubbles in France 
and England in 1720 were very similar in several 
respects. In both countries there was financial infla- 
tion and gullibility on the part of the public in buying 
the stocks of foreign trading corporations at exces- 
sive prices. In England, however, the South Sea 
Bubble was largely a speculative mania. The credit 
of individuals was strained but the Bank of England 
was not involved. ‘Transactions in stocks and com- 
modities were settled mainly with cash and there was 
no general inflation of the paper money circulation 
of the country. 

In France, however, there were practically all the 
essential elements of a modern business cycle. There 
was a beginning of the cycle owing to an abundance 
of loanable funds. The surplus loanable credit was 
loaned on stocks and there was a rapid advance in 
securities. The profits realized from the sale of 
securities stimulated construction work, employment 
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and the purchase of commodities. The production of 
merchandise was stimulated and prices and wages 
rose rapidly. As in modern cycles, also, the result of 
excessive lending was attended by a decline in the 
bank’s gold reserve. The banking crisis caused a 
panic in the stock market and this was followed by a 
reaction in trade. ‘The surplus goods produced in 
1720 had to be sold at a loss in 1721. The collapse 
of trade profoundly affected Dutch, French and 
English merchants. Trade conditions did not suffer 
as much in Holland and England as in France be- 
cause credit inflation in those countries had not been 
so serious. In this connection, let us repeat that it is 
worth while in every cycle to classify countries accord- 
ing to differences in financial condition. 

In every cycle, there are “primary inflation areas” ; 
commercial distress after a crisis is always greatest 
in these countries. Next, we must consider the areas 
of “secondary inflation’. By secondary inflation 
areas we mean countries which, while not responsible 
for the initial inflation of prices, nevertheless become 
involved in the crisis, because, for instance, of large 
profits derived from the sale of commodities to the 
chief areas of inflation. Such countries, upon realiz- 
ing profits from their own exports, immediately begin 
to buy foreign merchandise at rising prices and their 
merchants are found overtrading by the time the 
crisis occurs in the primary inflation areas. This was 
the case in England during the South Sea Bubble 


5 Jevons, p. 207. 
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after the collapse of the Royal Bank in Paris. And 
finally, there is always a third group of countries 
which are very little affected by a crisis, the “onlook- 
ers’. For instance, Russia and America were very 
. little involved in the panic of 1720. France was the 
primary area, England, Holland and Belgium the 
secondary areas, and most other countries onlookers. 


CHAPTER VII 


A CENTURY OF COLONIAL WAR CYCLES 


Is it worth while to study the economic cycles of 
the hundred years between the bubbles of 1720 and 
the completion of the post-Napoleonic deflation in 
1820? 

These cycles were war cycles. A knowledge of 
what happened during those wars may not greatly 
assist us in solving the problem of forecasting the 
trend of business during the peace time cycles of the 
twentieth century. ‘That is one reason for brevity in 
dealing with these Colonial war cycles. Another 
reason for briefness is the meagerness of barometric 
statistics for that period. 

We believe, however, that a brief consideration of 
what happened during these Colonial wars will tend 
to improve one’s perspective in regard to broad eco- 
nomic tendencies. A business man whose experience 
covers a period of thirty years will have better per- 
spective and more mature judgment than a man 
whose experience runs back only five years. Simi- 
larly, there is an advantage in having a bird’s eye 
view of two centuries instead of confining one’s atten- 
tion to the economic fluctuations of only a few dec- 


ades. 
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Still another reason for referring to the Colonial 
war period is that Thomas Joplin in 1825 compiled 
a table of British Consol prices which serves as a 
basis for profitable study. His figures of these 3 
per cent annuities appear in the accompanying chart 
for the period of 1731-1830. 

This chart is interesting to those who can look at 
one graph and immediately visualize in what years 
there was feverish speculation and in what years there 
was depression and a general loss of confidence among 
business men. Those who understand the principles 
of economics can superimpose mentally upon this 
chart the probable trend of interest rates, wages, 
profits and business failures. We suggest that the 
reader take his pencil in hand and actually plot on 
this chart his idea of the trend of these factors during 
the entire period. It will test his understanding of 
the principles of the business cycle. To assist him in 
plotting the curve of prices, the dates of the war 
periods will be helpful. There were four important 
wars as follows: 


1. The War of the Austrian Succession, 1740- 
1748. 

. The Seven Years’ War, 1756-1763. 

. The American Revolution, 1775-1783. 

. The Napoleonic wars, 1793-1815. 


mem CG b 


In the first war Consols dropped only from 100 to 
83. ‘They recovered quickly to 100 within two years 
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after the war. This meant that the financial strain in 
London was not great. 

The explanation of the quick recovery in financial 
conditions in England is found in the character of 
the war. Frederick the Great of Prussia made war 
against Austria. France gave her support to Fred- 
erick the Great. England joined Austria and made 
war against France. The British Navy won two vic- 
tories over France and the English Colonists in 
America successfully invaded French Canada. But 
a I’rench army defeated the British forces in South 
India and Canada was restored to France in 
the Treaty of 1748 in consideration of the return 
of the British territories gained by France in 


India. 


The Seven Years’ War 


The next struggle, the Seven Years’ War, 1756- 
1763, was more serious and price fluctuations were 
more extensive. As in the preceding war, Frederick 
the Great fought against Austria. But Pitt, the 
British Prime Minister, thought it was more to the 
advantage of England to join hands with Frederick 
the Great than with Austria. He paid Frederick an 
annual subsidy of £670,000 to finance the latter’s 
campaign against France in Europe so that England 
could the more easily oust France from America. 
This arrangement was immensely successful. The 
English Navy was supreme on the seas and British 
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armies succeeded in driving France from Canada and 
India. By 1761, Great Britain had decisively sub- 
ordinated France as a colonial power. ‘To strengthen 
her position further in North America, England 
gave Cuba and Manila to Spain in exchange for 
Florida. 

The greater financial strain of this war is reflected 
in the fact that the British 3 per cent Consols fell 
below 75 in the year 1762 as compared with a price 
of 104 ten years previously. The inflation of loans in 
England is shown in the following table, which 
also reveals an increase in the rate of interest paid 
to the Bank of England by the British Treasury 


from 3.60 per cent in 1756 to 4.54 per cent in 
1762. 


Banx or Encuann’s Loans tro British TRrEAsuRY * 


Seven Years’? War 


Year Amount Interest Rate 
1756 £ 2,000,000 3.60% 
1757 3,000,000 3.72 

1758 5,000,000 3.33 

1759 6,600,000 3.54 

1760 8,000,000 3.68 

1761 12,000,000 4.09 

1762 12,000,000 4.54 


*Joseph Macardy, A Practical Essay on Banking, p. 16, London, 
834, 


The Treaty of Peace was signed in Paris on Feb- 
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ruary 10, 1763. Deflation found merchants and 
bankers in trouble. In the German States and in 
Holland and Belgium the panic of 1763 was more 
severe than in England. 

A. commercial crash at Amsterdam was followed 
by failures in German cities, but the Bank of Eng- 
land came forward and loaned a million pounds dur- 
ing the emergency with the result that all solvent 
British merchants were tided over. 


The “American Revolution” 


The financial strain in England was not great dur- 
ing the first two years of the American Revolution. 
But the following table shows the financial inflation 
and high rate of interest in 1779 after France entered 
the war. 


Loans ro British Treasury BY BANK oF ENGLAND 


Year Amount Interest Rate 
1776 £ 2,000,000 3.48 % 
ee 5,000,000 4.25 

1778 6,000,000 4.93 

1779 7,000,000 5.94 

1780 12,000,000 5.838 

1781 12,000,000 5.55 

1782 13,500,000 5.90 


The market price of 3 per cent Consols declined 
over 30 points during this war. 


102 FINANCIAL AND BUSINESS FORECASTING 


Crisis of 1783 


When Lord Cornwallis surrendered to the Amer- 
ican and French allies at Yorktown in 1781, the 
Whigs decided that further fighting with America 
was unwise. Parliament adopted a resolution to 
cease war with the Colonies on March 4, 1782. The 
struggle with France continued, however, and the 
Treaty of Paris was not signed until January, 1783. 
Meanwhile, the financial strain continued and over- 
trading in goods imported into British ports from 
America developed. The Bank of England lost three 
quarters of its gold reserve during the three years 
ending February, 1783. The relation of gold to 
loans was only 1 to 10, whereas the customary policy 
was to maintain a ratio of 1 to 2. This situation con- 
stituted a crisis. To build up gold reserves, it was 
necessary to withdraw circulating notes from the 
channels of commerce and this could be done only by 
curtailing loans. 


Model Banking Generalship 


The directors of the Bank of England managed 
the crisis of 1783 with the greatest skill. During the 
first half of the year they restricted loans; they even 
refused to advance money to the government for 
nearly six months. In the autumn of 1783 the cash 
in the bank amounted to only $3,350,000 as compared 
with $18,000,000 in 1780, and theoretical require- 
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ments of fully $30,000,000 relative to the loans out- 
standing. 

After the culmination of the crisis, however, the 
directors very correctly paid little attention to the 
gold reserve. As soon as credit control had succeeded 
in restricting the purchase of foreign merchandise, 
they resumed advances to the government without 
waiting for a restoration of cash. They knew that 
reduced imports and greater exports would cause an 
inflow of gold from abroad. As soon as a gold influx 
was foreshadowed by a favorable turn in the foreign 
exchanges, compulsory “deflation” was abandoned. 
Their judgment proved correct. The gold reserve 
rose to $33,000,000 by February, 1784. 


A Rule for Credit Control 


It is doubtful whether any board of bank directors 
in England, America or any other country has ever 
understood the phenomena of the money market as 
well as the Board of Governors of the Bank of Eng- 
land in 1783. Most of these men had lived during 
three great commercial wars with France. Seldom 
is any generation of bankers confronted with such a 
series of important crises. These directors had 
gained their knowledge in the school of experience 
during arduous times. It is interesting to note, there- 
fore, the rule for handling a banking crisis which they 
laid down. This rule was that while a drain of specie 
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is going on, issues of circulating notes should be 
restricted as much as possible; but that as soon 
as the tide gives signs of ceasing and turning the 
other way, it is then safe to extend currency issues 
freely. 


CHAPTER VIII 


FIRST AMERICAN PROSPERITY BOOM 


Following the American Revolution, trade depres- 
sion settled upon the United States and Europe. It 
lasted five years, from 1783 to 1788. 

In a period of trade depression, prices are low and 
labor is cheap, so that consumption of goods is stim- 
ulated. Wealth accumulates. But when the increase 
in material welfare is slow, people sometimes become 
impatient and attempt to hasten prosperity by a 
resort to political action. In the depression from 
1783 to 1788 all of these things happened. 


Financial Chaos 


Shay’s Rebellion in Massachusetts in 1785 was a 
revolt against business depression. People had gone 
into debt at paper money prices during the period 
of war inflation; they found it impossible to meet 
their obligations after prices dropped during 1783-84 
upon the return to specie payment. They naturally 
rebelled; paper currency inflation had been the fault 
of the Government and not of the individual citizen. 


There was something wrong with getting into debt 
105 
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at paper values and being compelled to make pay- 
ment in coin. 

The rebellion was put down, but the state, recog- 
nizing the economic injustice to its citizens, legalized 
a moratorium for debtors. 

In Rhode Island the farmers won control of the 
Government in 1786 and found relief from debts in 
a new issue of paper money loanable to farmers for 
fourteen years against land mortgages, the worst 
form of security for a money circulation. The cities 
refused to accept it. The farmers then refused to 
bring food to the cities. They also voted to pay the 
debt of Rhode Island in paper money, a severe blow 
to the capitalists in the cities. ‘The whole debt was 
wiped out in two years, and without heavy taxation, 
since paper currency lost 90 per cent of its face 
value. 

In nearly all the colonies business was prostrate. 
The states were working at cross-purposes under the 
Articles of Confederation, which had been finally 
adopted in 1781 after serving as the form of govern- 
ment since 1777. The defects of this plan were 
obvious, and in 1787 a convention assembled which 
formulated the Constitution of the United States, 
adopted in 1789. 

With a responsible government organized, the 
problem of war debts was solved by the Funding 
Act of 1790, and a big “federal reserve” type of bank 
with branches throughout the country, called the 


*Sumner, History of the American Currency, pp. 50-54. 
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Bank of the United States, was organized on July 4, 
1791. Sound banking and adequate taxation were 
the solution of America’s financial problems which 


Alexander Hamilton proposed and which Congress 
adopted. 


Hamilton in the Treasury 


The solution of the problems facing the Secretary 
of the Treasury of the new American republic de- 
manded the talents of a financial genius. ‘The collec- 
tion of taxes from the citizens of a sparsely settled 
agricultural state is a difficult matter. Yet the 
budget had to be balanced. The assumption of debts 
in default is an unpleasant undertaking. But some 
one had to persuade the new nation to honor out- 
standing war debts. The establishment of a central 
reserve bank to supply a national currency required 
not only a plan from an expert. but superlative 
political leadership. ‘The spirit of the Declaration of 
Independence was against kings and centralized gov- 
ernment. A central bank suggested a trend away 
from democracy—the possible beginning of a return 
to monarechy—in the minds of numerous voters. 
Many of them could not be convinced of the wisdom 
of a central reserve bank. Friendly skeptics and 
radical political opponents had to be persuaded to 
give the proposed central bank a chance to demon- 
strate its ability to improve economic conditions. 
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In matters relating to money and banking Alex- 
ander Hamilton had a twentieth century mind. He 
was a century in advance of his generation. His in- 
tellect instantly conceived the correct solution of the 
new republic’s financial problems. By tireless politi- 
cal effort he won the support of the public and Con- 
gress. In less than two years his financial policies 
were in effect and a period of prosperity was initi- 
ated. Upon these brilliant achievements during his 
first two years in the Treasury rests Hamilton’s rep- 
utation as America’s greatest finance minister. 

But suppose a year of prosperity should suddenly 
be followed by a period of trade depression. There 
was danger that the financial structure which Hamil- 
ton had reared might be torn down. Hard times 
breed political discontent. Partisan passion might be 
directed against the new bank. The war debts might 
again suffer default if the tax burden should seem 
onerous during a period of trade distress. Financial 
conditions in Great Britain always affected the com- 
mercial cities of America. If the French Revolution 
caused financial disturbance in London, trade in 
America would suffer some degree of setback, and 
during these first two years of the new republic, the 
French Revolution was steadily drifting toward the 
Reign of Terror. 

Fortunately, the London money market continued 
serene. ‘There is evidence indicating that a good deal 
of money found its way to London from France dur- 
ing the first three years of the French Revolution. 
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The important factors in the first American pros- 
perity boom were three: 

1. The financial policies of Alexander Hamilton restored 
public and private credit and gave the: country a 
national currency, so that commerce and industry 
were quickened, 

2. The international money center, London, enjoyed an 
abundance of funds during 1787—92, so that there was 
no restriction of credit in the Atlantic seaports and 
no setback to foreign commerce. 

3. The French Revolution did not disturb the London 
money market, but for a time caused a flow of gold 
to London. 

In discussing these three subjects we shall first 
describe the financial inflation in France during the 
Revolution, refer next to the unusually favorable 
money situation in London during 1789-92, and then 
detail the facts regarding Hamilton’s achievements 
and the attendant prosperity. 


A Disastrous “Way Out” in France 


In France the problem of meeting financial obli- 
gations during the trade depression of 1783-88 was 
not happily met. Unsound policies prevailed. ‘There 
was popular protest against paying sufficient taxes 
to meet government expenses. Merchants demanded 
new banks to provide easy money. The archives of 
the French government show that in 1788 there was 
much clamor for the founding of a bank in Paris like 
the Bank of England.” But in the excitement attend- 

2 Pierre des Essars, History of Banking in All Nations, vol, 3, p. 48. 
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ing the French Revolution, discussions of proposals 
for new banks were cut short. The new political 
leaders resorted to paper money inflation to stimulate 
trade instead of establishing a central reserve bank. 
Indeed, the Caisse d’Escompte, a discount bank 
established in 1776, was extinguished. 

To show that the French Revolution did not hurt 
business in America from 1789 to 1792 it is necessary 
to point out: 


1. That for three years the French Revolution was largely 
an internal political affair; it was conducted at first 
by political progressives who conservatively discussed 
policies with due regard for sound economic principles. 
During these early years there was no great concern 
in England and America regarding the possibility of a 
world war. The Reign of Terror and the advent of 
military imperialism in France did not appear until 
America had enjoyed three years of prosperity. 

2. The chief economic mistake of the revolutionary gov- 
ernment was the excessive issue of paper money; this 
tended to drive gold and silver out of circulation in 
France and consequently increased the supply of gold 
and silver in England and the United States. 

3. The confiscation of the estates of the clergy and nobles 
in France caused them to migrate with their liquid 
wealth to England, Holland and German states. 
America was bound to benefit temporarily from the 
outflow of liquid wealth from France to the money 
markets in London and Amsterdam, since these two 
money centers were the chief lenders to America. 


Let us recall that the French Revolution, at the 
outset, consisted merely in the assembling of the Rep- 
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resentatives of the people in the States-General, an 
Assembly similar to the House of Representatives in 
the American Congress. This popular body had not 
been in session for generations, the kings of France 
having become accustomed to a despotic rule ever 
since the reign of Louis XIV. 

In the Revolution of 1789 political power was 
transferred from the clergy and nobles who sur- 
rounded the king to the representatives of the people. 
The purpose of this political reform was to shift the 
country’s financial burdens from the masses of the 
people to the nobles and the clergy. ‘The plan 
adopted by the French assembly was to confiscate the 
estates of the church and the aristocracy and sell 
them. It is estimated that these estates constituted 
one-third of the real estate of France, and this third 
the choicest, and amounted in value to about four 
billion frances.’ 


The Sale of French Estates 


It was proposed to sell this property to obtain rev- 
enues to meet the needs of the government, and the 
weakness of new democracies in financial matters was 
exemplified in the manner in which the sales of con- 
fiscated property were financed. Instead of provid- 
ing reasonable banking facilities to assist the masses 
of the people to buy the confiscated lands, it was pro- 
posed to anticipate such sales. Instead of waiting 

7A. D. White, Fiat Money in France, p. 6. 
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until the proceeds from the sales were realized, the 
government proposed to print paper money for gov- 
ernment uses and then redeem it as fast as money 
came in from the sale of real estate. 

The political leaders found difficulty in finding 
arguments to support this plan, especially as the 
French people were thoroughly acquainted with the 
widespread financial disaster visited upon France by 
the excessive inflation of paper money in the Missis- 
sippi Bubble period. But the wish was father to the 
thought; arguments were soon forthcoming. Each 
politician saw a chance to make a profit on his indi- 
vidual account; personal cupidity won the day. 

On the 19th of April, 1790, the Finance Commit- 
tee of the Assembly reported that “the people de- 
mand a new circulating medium” and that paper 
money issued in anticipation of sales of real estate 
“will bind the interests of the citizens to the public 
good”. They argued that John Law’s paper money 
had actually caused prosperity and that disaster 
would not have resulted if the circulation had been 
restricted; overissue was possible only under a des- 
potic government, but with the supply of paper 
money controlled by the popular assembly, there 
could be no overissue. 

The plan would not have been excessively harmful 
if the supply of paper money could have been re- 
stricted to a moderate amount. A limited amount of 
paper money would have stimulated trade and there- 
fore the purchase of church lands. But seldom in 
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actual practice do politicians have the courage to re- 
deem paper money once it is issued. On the contrary, 
they usually fear a collapse so much that they author- 
ize new issues, and that is what happened in France. 
Let us chronicle the progress of inflation: 


April, 1790.—400 million francs are issued in assignats 
—paper money secured by a pledge of productive real 
estate and bearing interest to the holder at three per cent. 
Necker soundly argues against the proposal, and Talley- 
rand exposes the fallacy of inflation and demonstrates 
that no government decree can keep paper at par with 
gold and silver. 

September 27, 1790.—Mirabeau’s oration for addi- 
tional paper money carries the day and on September 29, 
by a vote of 508 to 423, a bill is passed authorizing the 
issue of 800 million of new assignats. 

The vote indicates a large proportion of sound think- 
ers. It is specified that the circulation should never 
exceed 1,200 million, provision also being made that paper 
money should be burned as fast as it came back to the 
Treasury in payment for land. Within a short time, 
however, although the Treasury receives back 160 million 
francs, only 60 million are burned, the other 100 million 
francs being reissued in the form of small notes, 

June 19, 1791.—Attempts at logic are abandoned and 
600 million francs more are issued. 

December 17, 1791.—A new issue of 300 million francs 
is ordered, making a total of 2,100 million authorized. 

April 30, 1792.—A fifth issue amounting to 300 million 
authorized, bringing the total to 2,400 million. 

July, 1792.—Fouquct argues that the confiscated lands 
are worth more than 2,400 million and the total is in- 
creased to 2,700 million. 

September, 1792—Marat conducts the September 
massacres. Signs of social demoralization. 


February 28, 1793,—Owing to high prices men and 
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women plunder the stores and shops of Paris. Marat 
declares that the people, by hanging a few shopkeepers, 
can easily remove the trouble. 

August 1, 1793.—A law is passed punishing any person 
selling paper money at less than the nominal gold value. 
Maximum prices fixed and merchants compelled to sell 
goods at these prices. 

May, 1795.—Assignats in circulation, 10,000 million 
francs. 

July, 1795.—Assignats in circulation, 14,000 million 
francs. 

January, 1796.—Total assignats issued, 45,000 million, 
of which 36,000 million are in actual circulation, 9,000 
million having been converted into “mandats”. 

July 16, 1796.—All monetary regulations are aban- 
doned, business to be conducted in any currency, domestic 
or forvign, at the market value. 36,000 million assignats 
and 2,500 million “mandats” repudiated, 

January, 1800.—Bank of France is established. 'To 
avoid paper money inflation, Napoleon levies upon Ger- 
man and other foreign states for supplies and depends 
largely upon taxes and sound financial methods within 
France. 


Thus, within a decade, the currency of France 
passed from a gold basis through the maze of paper 
inflation and back to a sound basis. Meanwhile, 
under the favorable conditions above mentioned, the 
Bank of the United States was established. Some 
of the Bank’s shares were subscribed by British in- 
vestors, thanks to an abundance of capital in 1791. 


Plethora of British Capital in 1791 


Convincing evidence of the increase in liquid capi- 
tal during the depression following 1783 is found in 
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the market for British Consols. The price of these 
British 3 per cent government securities rose from 
53 in 1783 to 76 in 1789. Between the adoption of 
the Constitution in 1789 and the founding of the 
Bank of the United States in 1791, there was a fur- 
ther advance from 76 to 84. And during the first 
year’s operation of the Bank of the United States 
these British 3 per cent securities kept on rising to 
a price of 90 or more. ‘Thus the yield on British 3 
per cent securities changed from approximately 6 
per cent in 1783 to only 3.3 per cent in 1792. The 
gold reserve of the Bank of England rose to $43,- 
000,000, or double the amount of a decade previously. 
During the first three years of the American Repub- 
lie, international financial conditions were more 
favorable than at any other time during the fifty 
years between 1772 and 1822. 

That conditions in Europe influenced American 
prosperity may be inferred from a comparison of 
population estimates. In 1790 there were only 
4,000,000 people in the United States against 
16,000,000 in Great Britain and 26,000,000 in 
France. he population of Great Britain was four 
times that of the United States, while the population 
of France was two-thirds larger than that of Eng- 
land. The state of prosperity among 42,000,000 
people in England and France was bound to affect 
the commerce of 4,000,000 Americans. Conditions in 
America were all the more dependent upon European 
conditions, moreover, because the handful of people 
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in America were scattered over such a large area. 
There were no railroads and very few canals. There 
was no compactness in the economic organization— 
in fact, some communities in America traded more 
with the West Indies and Europe than with the other 
parts of the United States. And finally, there was 
little surplus capital in America. Exceptional pros- 
perity was possible only when America could tap the 
financial resources of Great Britain. 


Hamilton and Prosperity 


For over seven years after the peace treaty of 1783 
was signed, American citizens who had made loans to 
finance General Washington’s military campaigns 
were unable to collect their dues. Failure to honor 
government debts had its penalties. The certificates 
of national obligations in the hands of business men 
and investors were not worth fifteen cents on the 
dollar. Under these conditions, it is surprising that 
the Continental Congress was able to find credit in 
Holland to maintain interest payments on the for- 
eign debt, but such was the case. When the war was 
over the war debts to Europe were: $6,353,000 to 
France; $1,304,000 to Holland; and $174,000 to 
Spain—a total of $7,831,000. During the period of 
financial prostration following the war, the interest 
payments abroad were met by obtaining loans in 
Holland, whose bankers had begun to lend to the 
Continental Congress at 5 per cent as soon as vic- 
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tory became assured and who continued to be a great 
help in time of need until the adoption of the Consti- 
tution. 

These shrewd bankers had two good reasons for 
making these loans. First, the American people had 
actually paid taxes of six million dollars during the 
war. Second, the Continental Congress had control 
over abundant economic resources and citizens pos- 
sessed of inherent economic virtues. The country, 
however, was not without influential politicians who 
favored repudiating the nation’s debts. The states 
individually had contracted debts of over eighteen 
million dollars in making war purchases, and the debt 
of the national government in 1789 amounted to 
forty-three million dollars. Until the public knew 
what the national and state governments were going 
to do about paying these debts, business confidence 
was bound to remain at a low ebb. 

Alexander Hamilton proposed that the national 
government should not only pay its own debts, but 
should assume the debts of the states. There was 
naturally objection to this plan from the South 
because the holders of state debts were mostly in 
the North. However, Hamilton made a_ bargain 
with the South whereby the South voted to honor all 
war debts and the North agreed that the capital city 
of the country should be established, not in New York 
or Philadelphia, but along the Potomac River. Ham- 
ilton, as Secretary of the Treasury, then proceeded 
to establish credit. Largely through his work, over 
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sixty million dollars of derelict promises were con- 
verted into valuable investments—into — securities 
which became an important part of the working capi- 
tal of the country. In modern times, sixty million 
dollars is not a large amount in government finance, 
but that amount of gilt-edged securities in a nation 
of only four million people in 1790 was an important 
item. 

The Refunding Act of 1790 went far toward re- 
storing business confidence, and was an important 
factor in the first American prosperity boom. But 
business men had inadequate facilities for obtaining 
loans. Banks were needed in order that business men 
could obtain currency against the pledge of securities. 

In 1789 there were only three banks doing business 
in the United States: The Bank of North America 
in Philadelphia (established by Robert Morris, De- 
cember 31, 1781) ; the Bank of New York, organized 
by Alexander Hamilton, June 9, 1784; and the Mas- 
sachusetts Bank in Boston, (February 7, 1784). In 
November, 1790, some Baltimore business men took 
out a charter for the Maryland Bank. These four 
banks together had a capital of only $1,950,000. 

In order to tie the loose elements of the business 
organization of the country together, Alexander 
Hamilton proposed a national bank. And, through 
persevering energy and brilliant argument, he finally 
overcame much stubborn opposition. Political dema- 
gogues declared such a bank to be unconstitutional 
and there was doubt whether capital could be ob- 
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tained, but when the books were opened for subscrip- 
tions in Philadelphia on July 4, 1791, the demand for 
the stock of the “Bank of the United States” by the 
crowd of investors assembled was so great that within 
an hour the total applications were 20 per cent in 
excess of the $10,000,000 offered. Before the end of 
the month speculators in the large cities were bidding 
a considerable premium for the shares. 

The stock market habits of the time, revealed in 
connection with the speculation in the shares of this 
bank, were surprisingly suggestive of twentieth cen- 
tury experience. Professor McMaster writes: 


Men of all ranks made haste to buy it, and, if they 
had not the money at hand, borrowed and gladly paid, 
some two and a half per cent a month and some one per 
cent a week. For the whole summer scarcely anything 
else was bought or sold or talked of, and if a man had no 
stock he might as well shut himself up in his cellar. 
Tradesmen complained that their shops were deserted; 
merchants that their bales lay unopened in their ware- 
houses. Even busy men asserted that they could not 
snatch a moment from their labors and sit down in the 
coffee house to read the gazettes, but the eternal buzz 
of the gamblers drove them out. 

By the first of August the scrip had gone well above 
par. On the second, a New York house which dealt 
largely in stocks sold two hundred shares at one hundred 
dollars premium. ... A week later two hundred and 
eighty dollars was asked and paid down for shares at 
New York. The next day, August 11, they fell to two 
hundred and five, but twenty-five hours later rose again 
to two hundred and twenty. News had come in that far 
higher prices were being freely paid at Philadelphia. 
Indeed, on the eleventh of August, while the scrip was 
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bringing but two hundred and five at New York, it was 
selling for three hundred and twenty at Philadelphia. 
The excitement became intense. On the morning of the 
twelfth the coffee houses were filled with men eager to 
sell, and, as a natural consequence, the men who in the 
morning sold at three hundred bought back before sun- 
down at one hundred. 

The rage of those who a few hours before had fancied 
themselves owners of fortunes was great. In their fury 
the losers railed at the Government, and reviled their luck 
and the men who in an evil hour had sold them the stock. 
The bank was, they said, a vile South Sea dream; Law’s 
Mississippi scheme was pure and honest compared with it. 
Duer and Constable and some other Treasury agents had 
sent up the balloon, while a combination of knowing ones 
at New York had, by fictitious purchases, maintained 
the price of stock and deceived the credulous and the 
ignorant. It was all the work of the certificate men, the 
tools of the ministry, the aristocrats, the conspirators 
against liberty, the workers of the “aristocratical engine” 
which was to squirt money into the pockets of the people 
as plentifully as dirt. 

But the public gave them small comfort, and the press 
made merry with them. When they denounced specula- 
tion they were laughed at as sufferers of the prevailing 
distempers, scriptomania and scriptophobia. The symp- 
toms of the diseases were declared to be a long face, a 
pale complexion, deep silence, a light purse, and a heavy 
heart. The misery of those afflicted became the subject 
of numberless poems and squibs. When they charged 
their ill-fortune on the members of the Government, they 
were told they dealt in generalities. Come down, it was 
said, to facts. Specify some one, not members of the 
Government. Speculation and jobbery charged in the 
lump are as vague as witchcraft and hearsay. 


The speculation in the stock of the Bank of the 
“McMaster, vol. 2, pp. 39-41. 


FIRST AMERICAN PROSPERITY BOOM 121 


United States was not an isolated phenomenon. The 
whole country was under the influence of an abun- 
dance of investment capital on both sides of the At- 
lantic. As in the business cycles of the twentieth 
century, the abundance of funds induced speculation 
and caused exceptional activity in construction work 
and merchandising. Professor McMaster writes: 


Farmers and artisans, tradesmen and merchants were 
neglecting their business to watch the drawings of in- 
numerable wheels. Great sums of money were leaving the 
state, for which nothing came back in return. This was 
but one phase of the speculative mania that had over- 
spread the whole land. Every day quantities of stock 
were put up at auction, sold on credit, bought by men 
not worth one-tenth part of the face value of the paper 
purchased, and, at the expiration of the time of credit, 
the difference between the price then and on the day of 
purchase was either paid or received by the buyer. 

Men who had once been content to shoe horses and to 
mend chairs quit the anvil and the bench, and, in open 
violation of the law, conducted private wheels of their 
own. Every kind of public improvement was supported 
by a lottery; and such a rage for building courthouses, 
laying out roads, digging eenala. mending river banks, 
as seized the country in 1791 and 1792, was not seen 
again for forty years. 

Business likewise began to revive. The packets were 
too few to carry the bales and hogsheads of freight that 
were piled at the wharves. The roads were cut to pieces 
by the long trains of ox-carts and farm-wagons that 
passed over them laden with produce. ‘The postmasters 
were overwhelmed by the hundreds of letters that poured 
in upon them every week. Never had the riders between 
great cities made their trips in shorter time.’ 


5 McMaster, vol. 2, pp. 22-24, 
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At the high tide of this prosperity war clouds gath- 
ered in Kurope. The French Revolution, which was 
a sane and constructive political step in 1789, and 
which for three years was essentially an internal clash 
of French democrats against French aristocrats, 
finally became an unsettling influence in international 
business conditions toward the end of 1792. When 
Marat incited the “September Massacres” in 1792, 
England became alarmed. It was seen, moreover, 
that the committee responsible for sending conserva- 
tives to the guillotine was largely controlled by mili- 
tary leaders, and that opposition to these military 
leaders was being rigidly stamped out by the execu- 
tion of political revolutionists. British statesmen 
began to consider whether a trend toward democracy 
in France was not rapidly becoming a tide toward 
military imperialism. They were not left long in 
suspense. 

In November, 1792, the French revolutionary 
army, after successfully checking the threatened in- 
vasion of Austrian and Prussian troops sent to 
restore the French monarchy, suddenly invaded Bel- 
gium. On December 15, 1792, the French army was 
in Antwerp looking down the Scheidt River across 
the North Sea, practically face to face with London 
on the Thames. The English requested the French 
to retire from Belgium. The French, however, de- 
sired to establish democratic governments in Belgium, 
Holland and other European countries, and the gov- 
ernment at Paris resolved to declare war against 
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England or any other country which attempted to 
stop the progress of the revolution. France declared 
war upon England in February, 1793, and perma- 
nent peace was not concluded until after Waterloo 
in June, 1815. 

From this point on the situation in America is one 
of continuing prosperity until the panic of 1819, 
except for the irregularities caused by President 
Madison’s Kmbargo Act, the War of 1812, and 
other political cross-currents. The center of the stage 
is taken by Pitt, the British Prime Minister, and the 
Bank of England. 


CHAPTER IX 


WHY STUDY THE NAPOLEONIC PERIOD? 


May we expect to find in the conditions following 
the Napoleonic wars, indications of what to expect 
in the generation following the recent World War? 
There are weighty arguments against such a result. 

The earth’s area is unchanged, but population has 
increased; railways and cables have brought peoples 
together into a more compact economic organization; 
industrial resources can be more speedily mobilized, 
giving the world greater power of recovery. 

The business forecaster must make allowance for 
these things when offering comparisons with previous 
war periods. But more important still is the fact 
that the center of gravity in banking resources and 
industrial production has shifted from Europe to 
America. In 1790 the combined populations of Great 
Britain, France and the United States totaled 46,- 
000,000 souls, of whom only 4,000,000, or 9 per 
cent, were in the United States. In 1925 the popu- 
lation of these three countries was 200,000,000, of 
whom 116,000,000, or nearly 60 per cent, were in the 
United States. In 1793 the banks of the United 


States possessed little over $10,000,000 of gold and 
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silver, while the Bank of England alone held over 
$40,000,000. But in 1923, although the gold bank 
reserves in London exceeded $700,000,000, those of 
the federal reserve banks exceeded $3,000,000,000. 

This shifting in the balance of economic resources 
from Kurope to America must be considered in com- 
paring present conditions with those of 1798 or 1815. 
The strength of America now lends strength to 
Kurope. A century ago America was usually pros- 
trated by a crisis in Europe and needed foreign aid 
to restore prosperity, but now the United States 
is equipped to make progress single-handed. A 
given condition in England or France no longer 
affects America to the extent witnessed a century 
ago. 

There are two reasons, however, why a study of 
panics and depressions a century ago may have 
value. First, a study of the contrasts in economic 
magnitudes noted, as compared with present day fig- 
ures, tends to develop perspective, and perspective 
makes for more accurate judgment of immediate 
trends and for greater elasticity of imagination in 
speculating on possibilities ten, twenty or fifty years 
ahead. Second, despite the contrasts in commercial 
magnitudes, there is found a constancy in certain 
principles. Widely separated periods of credit infla- 
tion have similar results as to prices and_ profits; 
oscillations in the supply of loanable funds in differ- 
ent cycles, centuries apart, have similar consequences 
for merchants, manufacturers, bankers and investors. 
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The War Panic of 1793 


The story of the panic of 1793, when France de- 
clared war upon England, is instructively told by H. 
D. McLeod in his History of Banking in England. 
It is instructive relative to the question of how to 
handle a banking crisis. There was conflicting opin- 
ion on this subject in 1793. The Bank of England 
was inclined to let the panic cure itself. The British 
Treasury insisted upon credit relief and organized an 
emergency bureau which provided merchants with 
currency upon application. The result, McLeod 
affirms, was beneficial to the public. Four years 
later, however, the Treasury gave up the struggle 
to stabilize credit. In 1797 the gold standard was 
abandoned. Then came currency inflation and new 
economic problems which the country had not faced 
in previous wars. 


Gold Payment Stopped at Bank of England 


A combination of short crops, financial exhaustion 
and political gloom will produce bad business in any 
year. The approach of a hostile army will usually 
cause general panic. 

All of these things confronted England in 1796. 
The food shortage was such as to compel the impor- 
tation of foreign grain. Financial exhaustion re- 
sulted from the cumulative effect of financing armies 
and fleets since February, 1793, the money subsidies 
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which Pitt forwarded to Austria, and the remittance 
of gold to pay for wheat imports. Political gloom 
was a natural reaction to the war news. Holland and 
Austria had been defeated despite financial support 
from England, whereas the French had achieved mil- 
itary successes notwithstanding chaotic paper money 
inflation from 1793 to 1796. 

In view of French success and bad conditions in 
England, London sent an envoy to Paris to talk 
about peace. Neither side was sincere. London 
needed time to decide on a new military policy. Paris, 
although decided upon invading England, needed 
time to build ships. Hence the mutual desire for 
parley. Presently the English envoy returned to 
London and early in 1797 French ships set sail to 
seize Ireland. A storm dispersed them, but one ship 
touched Wales and some French soldiers went ashore. 
As the news spread, panic developed all over the 
Kingdom. British farmers, alarmed, rushed their 
wheat to market to avoid possible seizure, converting 
goods into cash. In Newcastle the banks suspended. 
The government 3 per cent securities dropped to 
47 as compared with 100 before the war. Panic be- 
came general. Had there been communication by 
wire and wireless, a prompt knowledge of French 
failure would have prevented a banking panic. As it 
was, the banks all over Great Britain heard only 
rumors of invasion, took alarm and suspended pay- 
ment. The Bank of England quit paying gold along 
with the rest. It was ordered (1797) not to pay out, 
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gold until six morths after the end of the war. 

From this point on during the Napoleonic wars, 
there was no attempt to restore a gold currency in 
Great Britain. When the Treaty of Amiens, in 
1802, brought temporary peace, the Bank of Eng- 
land was ready to resume payment, but Parliament 
ordered delay. The British government, in the 
treaty, had agreed to abandon certain territory, but 
presently it was decided to continue in possession in 
the belief that Napoleon was about to initiate a new 
war. In 1803 war was resumed and the conspicuous 
successes of Napoleon put a strain upon British 
finances much greater than during the nine years of 
the preceding war period. 

The credit expansion which developed after 1803 
caused a sharp debate between members of Parlia- 
ment and London bankers as to the possible evils of 
unlimited inflation, and whether stern restriction of 
currency issues was desirable. 


Panic of 1810: Increase in Economic Intelligence 


Some of the best literature ever produced on the 
subject of money and foreign exchange was written 
in England during the Napoleonic wars, especially 
during the period 1808-10, when English exporters 
and their bankers were embarrassed by the American 
Kmbargo Act and the decrees of Napoleon forbid- 
ding the Continent to trade with Great Britain. Brit- 
ish manufacturers, unable to smuggle goods into the 
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United States, Prussia, Spain and Italy, attempted 
to increase sales in South America and elsewhere. 
They failed to realize enough to pay’their bankers 
for loans previously arranged to finance the manu- 
facturing process. Many ships returned with goods 
unsold. ‘Temporarily, trade could not carry on as 
usual. During 1810-11 factories closed down. La- 
bor, unemployed, suspected new machines were re- 
ducing the number of jobs and the smashing of 
machinery and destruction of goods took on the pro- 
portions of a social movement. At the banks there 
was a condition of frozen credits. The private bank- 
ers were forced to maintain loans to tide over the 
situation. 

The British Treasury, moreover, was forced to 
borrow heavily while Napoleon dominated the Con- 
tinent, and the Bank of England increased its loans 
and note circulation. Inflation led to profiteering 
and caused the stock market to advance. A joint- 
stock mania broke out and while the war was 
destroying capital, it was thus tied up as well in new 
speculative ventures. 

Evidence of a credit bubble is found in the reports 
of the country banks. Their number, from less than 
300 in 1797, increased to 600 in 1808 and 721 in 1810. 
Their note circulation exceeded that of the Bank of 
England. The speculative excesses of the war period 
were ascribable more to the operations of these coun- 
try banks than to the Bank of England. The Bank 
of England, however, became overextended. Its 
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loans after the Peace of Amiens in 1802 were scarcely 
$100,000,000, but in 1810 they approached $200,000,- 
000 and exceeded that figure before Napoleon de- 
stroyed himself in Russia. 


British Money Badly Depreciated 


The British pound sterling slumped. It had been 
maintained at a very moderate discount below gold 
parity early in the war, but in 1809, bank notes 
dropped to a discount of more than 15 per cent. 

Some profiteers liked currency depreciation. Cur- 
rency depreciation brought them high prices and 
large profits. But there also came forward a group 
of intellectual giants whose logic demonstrated that 
abnormal profits for a few meant poverty for many, 
and that trade reaction would uitimately come, its 
degree being in proportion to the excess of war infla- 
tion. The discussion waxed in Parliament, and while 
the Ministry directed the Army and Navy, the Lords 
and Commons prepared for peace by writing official 
reports on the principles of economics and finance. 


The Bullion Report 


Parliament ordered a special committee—the Bul- 
lon Committee—to investigate why other countries 
would not accept the pound sterling at its nor- 
mal gold parity. Among the questions investigated 
were: 
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1. Are the banks flooding the country with excessive 
issues of paper currency? 

2. If so, is that the cause of the depreciation of the 
pound sterling? 

3. If not, why does the pound sterling circulate at a dis- 
count of 18 to 20 per cent in foreign countries? 

4. Why do so many people in England refuse to accept 
bank notes as legal tender? Why do people refuse to 
give up gold coins in exchange for bank notes except 
at a premium? 

5. In general, what must England do to enjoy a sound 
currency and healthy financial conditions ? 


One cause of general ignorance on these questions 
was that the Bank of England did not publish a 
statement of its loans and circulating notes. Motions 
made in Parliament to force disclosure of its condi- 
tion were defeated. Not until 1832, when Parlia- 
ment thoroughly investigated the Bank, did the public 
obtain a statistical record of its war operations. In 
1810 the public had only a meager knowledge of the 
facts. By logical deduction, however, alert thinkers 
were able to demonstrate that currency inflation alone 
could be causing depreciation of the pound sterling. 
These constructive theorists were promptly subjected 
to undeserved ridicule. 

The Bullion Committee was appointed in Janu- 
ary, 1810. It summoned bankers and merchants to 
testify, the governor of the Bank of England in- 
cluded. The governor denied that the notes of the 
Bank were depreciated like the inferior currencies of 
Austria and other countries on the Continent. There 
was a general disinclination to admit that. Patriotic 
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Englishmen preferred to equivocate, saying that the 
premium on gold was due to its use for war subsidies, 
to hoarding and to interference with normal trans- 
portation of the metal from the mines to the money 
market. There was also a plausible explanation for 
the slump of the pound sterling in foreign markets. 
The London bankers declared that foreign exchanges 
were against England merely because the balance of 
trade was temporarily unfavorable, and not because 
of excessive currency issues. 

The Bullion Committee, however, decided the ad- 
verse balance of trade could not cause a slump of 18 
to 20 per cent in the pound sterling. In their report, 
written by the eminent Ricardo, they affirmed the 
following fundamental truths: 


1. When paper money is not redeemable in gold, its mar- 
ket value will depend upon the amount in circulation 
relative to business needs. An excess above needs will 
cause depreciation. This depreciation will be evi- 
denced by a premium on gold. Depreciation is proof 
that the supply is redundant. 

2. If redundant paper money is retired from circulation, 
gold will flow in to take its place. But gold will not 
flow in so long as the excess of paper remains in cir- 
culation. To restore the gold standard, the excess of 
paper money above needs must be retired. 

3. When paper money is depreciated relative to gold, the 
percentage of depreciation in purchasing power will 
tend to equal the discount in foreign exchange. To 
make the foreign value of the paper monetary unit 
equal to the normal gold parity, the paper money 
must be made redeemable in gold at home, by reducing 
the amount. 
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Prices Collapse 


This Bullion Report was published in August, 
1810, just as the British credit bubble burst. The 
warehouses were crowded with goods. The ware- 
house system of carrying imported Colonial produce 
increased greatly during the period of 1805-09, and in 
1810 huge amounts of materials were thus hoarded 
and kept from the markets with the assistance of 
expanded credits. Manufacturers were unable to 
smuggle enough goods to the Continent to relieve 
the gorged warehouse situation. In July, 1810, the 
overflow of commodities caused prices to fall. A first- 
class crisis ensued. Commercial houses failed; coun- 
try bankers found their recklessly expanded loans 
impaired and many failed. One London bank went 
under. Bankruptcy cases officially reported 
amounted to 2,314, of which 26 involved bankers; 
over half the traders of the Kingdom were in a state 
of collapse. 

In the midst of this crisis the Bullion Report was 
published and discussed. ‘The insolvent merchants 
and bankers, naturally, were not enthusiastic about 
reducing the supply of paper currency in order to 
restore the pound sterling to gold parity in foreign 
markets. What they wanted was a recovery in com- 
modity prices to improve their personal fortunes. 
They wanted more currency, not Jess, and numerous 
pamphlets were issued in behalf of the financially 


21Sumner, Currency, p. 257, 


134 FINANCIAL AND BUSINESS FORECASTING 


embarrassed, attempting to refute the economic prin- 
ciples established in the Bullion Report. It was 
claimed that paper money had not depreciated; that 
gold was not a desirable monetary medium; that an 
“ideal” unit such as the paper pound sterling was 
better suited to the growing needs of industry. 


Parliament Investigates and Debates 


, Meanwhile Parliament investigated the crisis. A 
committee reported in March, 1811, that the crisis 
was caused by an oversupply of goods, due to failure 
to sell in the South American market, to excessive 
warehousing facilities and overspeculation. The 
banks had loaned more than would have been possible 
had they been redeeming their currencies in gold. 
Then in May, 1811, the House of Commons began 
debate on the Bullion Report. Mr. Horner, for the 
Bullion Committee, introduced a resolution which 
affirmed: 
1. That the notes of the Bank of England are not worth 
in gold what they stipulate to pay. 
2. That the Bank should control its currency issues with 
reference to the foreign exchanges. 
3. That the remedy is to resume gold redemption of 


paper money, and that the Bank should be compelled 
to resume in two years. 


The committee was able to show that in Paris, 
where war expenses were heavier than in London, the 
exchanges were favorable and there was no drain on 
gold reserves, because the Bank of France, following 
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Napoleon’s sound money tenets, was not issuing 

excessive amounts of bank notes. The Bank of Eng- 
land, however, argued that its notes could not become 
depreciated so long as they were issued in connection 
with genuine trade transactions. Mr. Vansittart in- 
troduced a counterresolution declaring that in public 
estimation the paper bank notes were equivalent to 
coin of the realm and generally accepted as such. In 
other words, his resolution affirmed that a hundred 
pounds sterling in paper, then selling for £85 gold, 
was worth £100 gold. Despite this obvious fallacy 
the resolution carried in the House of Commons by a 
vote of 151 to 75. Perhaps the majority vote re- 
flected temporary opposition to deflation more than 
logical fallacy. ‘This is suggested by the vote on 
resuming gold payment in two years, which was 
defeated by 180 to 45. It was recognized that gold 
had been shipped to subsidize the military activities 
of the Allies and that England would have to do 
business with paper money until victory was assured; 
accordingly, Parliament voted to continue the act 
of December, 1803, which stipulated that gold pay- 
ments in business transactions should be suspended 
until six months after the ratification of a treaty of 
peace. 

When Napoleon abdicated in July, 1814, however, 
resumption was postponed until March, 1815. But 
again there was delay. The act was extended until 
July, 1816. And upon the approach of that date, 
gold resumption was further extended until July, 
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1818, in order to give the Bank time to accumulate 
gold and ease the distress occasioned by a sharp de- 
cline in prices from 1814 to 1816. 
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Panic of 1818 


This post-war liquidation of prices caused numer- 
ous failures and a general collapse of British country 
banks. Trade depression ended in 1817. Gold re- 
serves were abundant. But instead of conserving 
resources, the Bank permitted wild speculation in 
commodities. Gold then had to be exported to meet 
payment for imports. Moreover, London bond deal- 
ers distributed large amounts of Russian, Austrian, 
French and other Continental securities to British 
investors. Gold went to these countries in 1818. 
Then the grain crop failed and gold was sent to the 
Continent to buy grain. There was a crisis in 1818 
and the Bank of England was much criticized. 'To 
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tide over the situation, gold resumption was again 
postponed until July, 1819." In behalf of the Bank 
it may be said that the international loans to the Con- 
tinent had a commendable purpose. There were 
disordered currencies to be replaced. Austria, espe- 
cially, needed help. In 1816 the Austrian National 
Bank was founded for the express purpose of provid- 
ing a sound currency. The redundant Austrian 
paper money was partially retired by Joans during 
1816-17, and London, the world’s center of trade and 
finance, maintained money market conditions favor- 
able to financial reconstruction on the Continent.’ 
Moreover, loans to the kings and emperors of Europe 
in 1817 were reasonably good investments. The 
courts of Europe were able to govern effectually and 
had a reasonable regard for their obligations to cred- 
itors. They were better credit risks than most of the 
European governments have been since the recent 
World War. 

Parliament did not overlook these things but in 
1819 it held another investigation, and this time took 
final action. In 1819 it ordered the Bank of Eng- 
land gradually to return to a gold basis by a com- 
mon-sense method. 


How to Deflate 
To avoid a sudden shock the Bank was to effect a 
partial resumption for eight months beginning Feb- 


*Sumner, Currency, p. 234. 
* Sumner, Currency, p. 318. 
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ruary 1, 1820. During this period it was to pay 
£9714 gold for £100 paper currency. This would 
prevent a sudden run on the Bank. ‘Then for seven 
months between October 1, 1820, and the final re- 
sumption date, £9914 gold was to be paid for £100 
paper. This policy gave merchants a definite basis 
for anticipating credit conditions and price move- 
ments until gold resumption on May 1, 1821, was 
successfully accomplished. 

Meanwhile, in the United States, there had been a 
period of deflation far less gentle. In America the 
panic of 1819 was administered with a knock-out 
blow. 

*Gilbart, Treatise, Appendix, p. 38. 


CHAPTER X 
AMERICA’S “WILDCAT BANKING,” 1811-18 


Greed for gain in itself may benefit the community 
when it is attended with honest dealing. Many good 
people would suffer chronic idleness and penury if 
they were not employed by energetic seekers of profit. 
Abnormal greed, the desire for a big surplus above 
mere bodily subsistence, is the self-starter which is one 
of the essentials of constructive industrial leadership. 
In an honest mind it leads to useful inventions, better 
business methods, increased production and employ- 
ment, in fine, to a higher standard of living in the 
community and improvement in social conditions. 
But in a dishonest mind it takes the form of getting 
something for nothing at the expense of others. 

The most vicious form of injuring others for per- 
sonal advantage is found in wildcat banking. Here 
avarice is both insidious and ruthless. An essential 
feature of wildcat banking is that stockholders do not 
actually pay cash for their stock. They give only 
I.0.U.’s in payment, so that the bank starts business 
with no gold in its vaults. There is no intention of 
redeeming the bank’s obligations in gold. 

The pernicious feature, however, is that the stock- 


holders are not primarily interested in financing the 
139 
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needs of honest trade. They desire control of bank 
credit in order to borrow on their personal account 
with no intention of repaying the bank. The bank 
prints and issues circulating currency to the con- 
trolling stockholders. They buy houses and land, 
furniture and clothing, food and drink—all upon an 
extravagant scale. They hire numerous servants. 
They have done nothing to earn the money spent. 
It is merely printed. ‘They borrow and spend it. 
They get something for nothing. But out of propor- 
tion to their petty graft, the community suffers. 
Currency inflation begets price inflation. Thrifty in- 
vestors who have purchased bonds with gold are paid 
off in depreciated paper. Further saving and invest- 
ment are discouraged. 'This obstructs the financing 
of new construction work. New orders for building 
materials fall off and factories and workers suffer. 
Dealers in luxuries profit for a time, but presently 
the paper money becomes worthless. ‘The dishonest 
bankers cannot maintain their scale of buying indefi- 
nitely and even the demand for luxuries then slumps. 

Such consequences of wildcat banking frequently 
distressed the American public in the early history of 
the country. 


An Example of Wildcat Banking 


A typical case of unsound banking is found in 
Gloucester, R. I., where, in 1804, promoters organ- 
ized the Farmers’ Exchange Bank with a proposed 
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capital of $1,000,000. In connection with stock sub- 
scriptions only $19,000 in cash was received. Those 
who bought stock signed promissory notes for the bal- 
ance, and even those directors who had paid cash to the 
extent of $16,000 promptly withdrew what they had 
paid, leaving only $3,000 in coin. Despite this negli- 
gible cash reserve, however, the bank’s currency notes 
were put freely into circulation. Presently a Mr. 
Dexter bought out eleven directors for $24,000, pay- 
able in the bank’s currency. This was obviously no 
hardship for Mr. Dexter, for he personally borrowed 
$760,000 from the bank. It was found to hold only 
$86.46 in coin a few years later when a committee 
was appointed to look into the bank’s failure.’ 

In Massachusetts, also, there was similar wildcat- 
ting. Most of the banks in New England failed in 
1809, commonly called the “Year of the Grand Ex- 
plosion”. But intelligence rose above distress. In a 
short time state laws were enacted compelling banks 
to redeem their notes on demand. <A clearing house, 
or redemption bank, was established in Boston in 
1813. Its function was to gather in and redeem the 
notes of the country banks, and thereafter the latter 
were effectively intimidated. 

This early rescue from wildcatting saved New 
England from becoming involved in the monetary 
chaos experienced later in Philadelphia and points 
south. When Pennsylvania and the South, a few 
years later, circulated excessive amounts of paper 
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money, coin moved naturally to New England, where 
banks were sound. 


The Banking Mania in Pennsylvania 


In Pennsylvania the promotion of small banks 
began later than in New England. In fact, it is sur- 
prising that the state permitted wildcatting in view 
of the experiences in New England. But the masses 
of the people felt that abundant paper money would 
increase prosperity without any increase in labor. 
There was a revolt against the United States Bank, 
the central reserve institution founded by Alexander 
Hamilton under act of Congress of 1791. Its twenty- 
year charter was to expire in 1811. It had served 
well and soundly. It had no monopoly. The num- 
ber of state banks increased from four in 1790 to 
eighty-eight in 1811. Then why the demand for its 
extinction? Simply because promoters, legislators 
and farmers hoped to get something for nothing if it 
were displaced with small banks willing to issue paper 
money to excess. 

Accordingly, in 1811, Congress refused to renew 
the charter of the Bank of the United States. It was 
dissolved and the stockholders paid off. Of the 
$10,000,000 paid back to the stockholders, $7,000,000 
had to be remitted abroad, mainly to British capital- 
ists. 

The people got what they wanted. In place of the 


* Albert Gallatin, Considerations on the Currency and Banking Sys- 
tems of the United States, Philadelphia, 1831, p. 44. 
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dissolved bank, which had $5,000,000 in coin to re- 
deem a well regulated currency circulation, there 
sprang up numerous small banks which loaned reck- 
lessly and with total disregard for coin reserves. The 
number of state banks increased from 88 in 1811 to 
208 in 1813. The State of Pennsylvania alone char- 
tered 41 banks with $17,000,000 capital during 
1813-14. Their circulating notes soon fell to a dis- 
count of 10 to 15 per cent. The Secretary of the 
Treasury, however, was largely to blame. His un- 
sound policies during the War of 1812 put them 
under an unusual strain. 


Panic of 1814 


There were two reasons why the financing of the 
War of 1812 fell heavily upon the banks of the 
Middle Atlantic states. First, the Treasury wilfully 
levied against the resources of the banks to obtain 
funds. Second, the Government refused to guar- 
antee interest on money it borrowed, and it made no 
effort to collect taxes to meet interest payments.’ 
These unsound financial practices caused the New 
England banks to refuse to lend to the Government. 
The banks of the middle states bore the brunt of war 
finance. Moreover, trade conditions tended to drive 
coin from the middle states to New England, thereby 
making the weak weaker and the strong stronger. 
The South could not export its products owing to 


7 Raguet, p. 298. 
‘Appleton, Currency, p. 22. 
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the blockade of the British Navy and had to ship 
gold to New England for merchandise. ‘The specie 
held by the Massachusetts banks increased from 
$1,709,000 in 1811 to over $7,000,000 in 1814. The 
banks elsewhere not only lost cash but extended credit 
to tide over the war period. The New Orleans banks 
suspended early in 1814. After the British captured 
Washington, D. C., in August, 1814, the banks in 
Baltimore, Philadelphia and New York suspended. 
The bottom fell out of the market for the Treasury 
securities which the banks held as collateral in large 
amounts. ‘The prices of United States 6 per cent 
bonds dropped to 80 as compared with 103 before 
the war.’ 


Wildcatting After the War 


Five months after this panic, the war ended. 
Treasury securities recovered rapidly, adding value 
to the assets of the banks. The old 6 per cent bonds 
rose twenty points. There was quick improvement 
in the value of the bank notes of New York, Phila- 
delphia and Baltimore. They had circulated at a 
discount of 10 to 20 per cent in 1814, but in Febru- 
ary, 1815, the depreciation was only 2 to 5 per cent.’ 
The banks of Tennessee were still paying coin, and 
in Ohio and Kentucky there had been no suspension 


* Gallatin, p. 43. 

° Appleton, p. 22. 

*Seybert, Annals, p. 749. 

*Gallatin, Currency, p. 27; Gilbart, History of Banking in America, 
pat: 
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until December, 1814.’ The city banks had expected, 
and sincerely intended, to resume note redemption in 
coin at the end of the war.” 

These good intentions came to naught. A mania 
for paper money and new banks developed in Penn- 
sylvania. After two years of blockade, the Atlantic 
ports wanted trade revival. Importers wanted easy 
credit, and got it. In 1815 every port was filled with 
British merchandise and the banks were unusually 
generous in extending credit to merchants. In 1815, 
the Pennsylvania banks increased loans by $10,000,- 
000, a large amount at that time. It was called the 
“golden age” of Philadelphia. Stores on Market 
Street were cut in two and still the supply was short. 

The paper money system was worked to the limit. 
The country banks of Pennsylvania in twelve months 
(November, 1814, to November, 1815) increased 
their circulating notes from $2,000,000 to $5,400,000, 
an expansion of over 150 per cent. Back of these 
figures one can read wild speculation in land, rising 
farm prices and overstocking of farms. The city 
banks of that state expanded 50 per cent, whereby the 
inclination to live by speculation, instead of labor, was 
increased. ‘Efforts to restore society to its natural 
condition were treated with undisguised contempt.” ~ 
Dwelling houses were in great demand, and of the 
speculators who borrowed and spent without inten- 


® Gouge, p. 19. 

” Thid., pp. 64-65. 

“ [bid., p. 56. 

2 Sumner, Currency, p. 80, quoting Pennsylvania Senate Report. 
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tion of repaying, Niles’ Register says: “We have 
heard that the furniture of a single parlor possessed 
(we cannot say owned) by one of these cost $40,000. 
So it was in all great cities—vendors of tape and bob- 
bins transformed into persons of high blood, and the 
sons of respectable citizens converted into knaves of 
rank—through speculation and the facilities of the 
abominable paper-money system.” ” 

The “golden age’, however, was short-lived. It 
was a fool’s paradise and the consequences of the 
paper money delusion were soon in evidence. A new 
light began to dawn upon the people of Pennsylvania 
toward the end of 1815. A committee of the Senate 
reported that although nominal prices of property 
and commodities had been advanced, the actual wealth 
of the community was absolutely diminished. The 
material wealth of society had not been increased in 
proportion to the increase in paper money, and the 
value of the currency was already circulating at vary- 
ing and severe rates of discount. 

For relief from this condition, the public appealed 
to Congress to enact legislation designed to restore 
uniformity in the currency. ‘To this end Congress 
passed a bill in 1816 providing for a central reserve 
bank, having a capital of $35,000,000, with the head 
office at Philadelphia.” The charter of this federal 
bank—to be known as the Bank of the United States 
was to run for the twenty years 1816-36. The 
bank was to open in January, 1817. 


* Quoted in Gouge; cf. Sumner, Currency, p. 80. 
“Gouge, pp. 76-77, 
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A Bad Start 


The proposed capital was more than the country 
heeded to sustain credit and provide a sound cur- 
rency. But the Rank was nearly wrecked the first 
year of its existence. Plunder, theft and wildcat di- 
rectors exhausted its resources. In detail, there were 
five factors which prevented this potentially powerful 
“federal reserve” system from meeting expectations. 

Iirst, a politician, William Jones, an ex-Secretary 
of the Navy, was made president. He was popular 
with the Jeffersonian leaders and President Madison 
wanted him to head the new banking system. 

Second, the state banks at Philadelphia, Baltimore, 
Richmond, Norfolk and other trade centers refused 
to resume specie payment unless the federal bank 
loaned enough to them, directly or indirectly, to en- 
able them to redeem their currencies. They de- 
manded, immediately, funds from the federal bank 
ageregating $6,000,000, of which $500,000 was to be 
loaned in Virginia, $1,500,000 in Baltimore, $2,000,- 
000 in Philadelphia and a like amount in New York.” 
In addition they demanded that, until July 1, 1817, 
the federal bank should assume responsibility for 
meeting all drafts made by the Government on the 
state banks. The Government had deposited $8,800,- 
000 in the state banks and was unable to get it back 
upon demand.” The state banks had used Treasury 


46 Catterall, p. 25. 
“Tbid., p. 25. 


148 FINANCIAL AND BUSINESS FORECASTING 


money as if it belonged to them and refused to call 
in loans to meet drafts from the Treasury. ‘Thus, in 
addition to lending the state banks $6,000,000, the 
new federal bank was asked to stand between them 
and the Treasury. It agreed to do so. It agreed 
because its function was to restore a sound currency 
in the Middle Atlantic states and the South, and the 
state banks refused to codperate except upon the 
above terms. 

Obviously, a serious problem confronted the new 
federal bank. It was prevented from getting coin 
from the state banks, but it gave the latter the power 
to take coin from its own reserve. However, the state 
banks did agree to resume coin payment on Febru- 
ary 20, 1817, on the above terms, and that contract 
paved the way for a sound national currency pro- 
vided the federal bank could meet its problems. 

Third, people in Kentucky, Tennessee and Ohio 
looked upon money obtained from the local branches 
of the federal bank not as a loan, but as a gift to be 
used in buying land, promoting new banks of their 
own and in speculating extravagantly. There were 
forty-three new banks authorized in Kentucky, and 
several dozen in Ohio, Tennessee, Virginia, Mary- 
land and elsewhere. A Kentucky bank could print 
$50,000 of its own currency and deposit it with the 
federal bank’s branch in Louisville or Lexington. 
Then it would promptly draw on the branch, request- 
ing federal currency. The branch manager of the 
federal bank, appointed from the locality, would con- 
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nive with the Kentucky banker, and large amounts of 
the capital of the $35,000,000 corporation established 
by Congress were thus thrown into local speculation. 
The root of the trouble was that the friendly manager 
of the federal branch did not compel the local banks 
to redeem their note issues. Instead he kept the in- 
ferior currency in the vaults of the federal branch. 
Thus the new federal system, instead of regulating 
the nation’s currency, actually permitted a new wild- 
cat banking mania in the Ohio River district during 
1817-18." Loans to real estate speculators were par- 
ticularly heavy in Ohio territory served by the Cin- 
cinnati and Chillicothe branches. The loans of the 
Cincinnati branch were nearly $2,000,000 and in a 
sparsely settled territory in central Kentucky the 
Lexington branch loaned nearly as much.” Losses 
in the West soon amounted to two millions, although 
the subsequent increase in the value of land taken 
over by the federal bank in Cincinnati and other 
towns cut the final loss to half a million.” 

Fourth, the Baltimore branch manager lost $1,400,- 
000 of the new system’s capital speculating in the 
bank’s own shares. James Buchanan, of the promi- 
nent Baltimore firm of Smith and Buchanan, was 
president of the branch. Using the bank’s capital he 
and his accomplices bought over 47,000 shares for 
$6,400,000. They borrowed $1,600,000 from the 
Baltimore branch, managed by Buchanan, and then 

BGouge, pel: 


* Catterall, p. 34. 
" Thid., p. 66. 
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$2,000,000 more from the head office at Philadelphia 
against the same stock pledged previously at Balti- 
more. President William Jones at Philadelphia was 
weak enough to accept $18,000 profits on stock they 
carried for him. Moreover, President Jones specu- 
lated in 1,575 shares on his own account. The Bal- 
timore clique expected to sell much stock in London 
and opened an office there to pay dividends to British 
investors. But the shares they bought at 140-155 
were soon down to 107. The bank suffered the loss. 
Fifth, the method of calling for subscriptions to 
the $35,000,000 capital produced only $2,000,000 in 
coin. If the federal system had started with its 
$35,000,000 capital in coin, the misdeeds of its branch 
managers would not have caused embarrassment. Or 
if it had started with the capital subscribed in coin 
and government bonds as stipulated by Congress, the 
coin reserve could have been replenished, in emer- 
gency, by selling bonds in New York, Boston and 
London. But the directors at the home office in 
Philadelphia made no honest effort to comply with 
the act of Congress in assembling the capital. 
Congress had stipulated that the Government was 
to subscribe for $7,000,000 of the federal bank stock, 
giving government bonds in payment, and that sub- 
scribers to the remaining $28,000,000 should pay 
$7,000,000 in coin and $21,000,000 in government 
bonds.” When the Bank started business on Janu- 


*° Catterall, p. 44. 
SWUbid... p= Al, 
* Gouge, p. 86; Gilbart, Banking in America, pels: 
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ary 1, 1817, however, its capital consisted of only 
$1,400,000 in coin and $14,000,000 in government 
bonds. These bonds represented the $7,000,000 sub- 
scribed by the government and the first instalment 
from other stockholders. The remaining instalments, 
of course, were to be paid in coin and bonds. Before 
the second instalment was paid, however, the direc- 
tors passed a resolution permitting the stockholders 
to borrow money by pledging their bank stock. This 
was to permit them to borrow from the bank in pay- 
ing the next instalment. Such a policy was followed 
by the stockholders in paying the other instalments. 
The total borrowings by pledging stock amounted to 
$12,000,000. When the capital, nominally, was all 
paid in, the Bank had only $21,000,000 in govern- 
ment bonds and $2,000,000 in cash, a total of $23,000,- 
000, whereas the original plan called for $35,000,000. 
The remaining $12,000,000, instead of being $5,000,- 
000 in coin and $7,000,000 in bonds as Congress had 
intended, consisted of the promissory notes of the 
stockholders.” 

This, indeed, was “debit” banking. The wildcat 
method of banking was contaminating the new fed- 
eral system. The directors did not stop, however, 
with permitting stockholders to borrow $100 per 
share against their stock. In August, 1817, to help 
the speculators, they voted that $125 could be bor- 
rowed on each $100 share provided the excess of $25 
was guaranteed by an indorser.” 


> Gouge, p. 87. 
* Ibid., p. 88. 
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Further weakness resulted when the Secretary of 
the Treasury redeemed $11,000,000 of the govern- 
ment bonds held by the Bank. The directors wanted 
large dividends and promptly made interest-bearing 
loans to private individuals to offset the loss of reve- 
nue previously received from the government bonds. 
By the close of the year 1817, the unsound operations 
of the Bank had tended to inflate the currency more 
than to regulate it. 

In Pennsylvania, a committee of the Senate pub- 
licly declared that resumption of specie payment had 
not been genuinely effected.” 

Finally, in July, 1818, the Board of Directors, 
after a futile attempt to “buy” gold abroad, resolved 
to invoke the law of supply and demand to build up 
adequate metallic reserves. As long as the supply 
of paper currency was excessive, little coin could cir- 
culate as currency. To attract gold, it was necessary 
to reduce the excess of paper money, and the only 
way to recall bank notes from circulation was to re- 
duce bank loans. This would force borrowers to 
bring paper currency to the bank to pay maturing 
loans. 

At first the directors attempted to make the reduc- 
tions in loans fall upon merchants, leaving untouched 
the speculative loans upon the shares of the Bank.” 
The decrease in loans ordered in 1818, however, did 
not succeed in placing the Bank in a strong position. 


“Tbid., p. 91. 
“Thid., p. 96. Note—normally a bank should reduce stock loans, 
if necessary, to-assist merchants, 
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In fact, the West went right on inflating, the Ohio 
Valley branch managers disregarding instructions 
from the home office. Toward the end of the year the 
Secretary of the Treasury, Mr. Crawford, stated that 
much gold and silver had gone to the East Indies and 
expressed the opinion that it would be necessary to 
reduce loans considerably further, even though debt- 
ors would be severely oppressed, in order that gold 
and silver might form a “just proportion” of the cur- 
rency. But President Jones refused to adopt harsh 
measures and resigned his office early in 1819, being 
succeeded by Langdon Cheves of South Carolina. 


Panic of 1819 


Mr. Cheves ordered such extensive curtailment of 
credit that within ninety days the Bank was put on a 
sound basis. Payment. of loans secured by Bank 
stock or real estate was demanded. The loans were 
reduced drastically. From $51,000,000 in July, 
1818, they were down to $38,000,000 in July, 1819. 
The currency was correspondingly deflated and gold 
and silver began to flow in. By January, 1821, the 
gold and silver holdings of the Bank had increased 
to $7,600,000, the amount originally intended. The 
bank note circulation of the whole country was cut 
approximately in half. It was now possible to main- 
tain specie payment on a natural economic basis. 

President Cheves proudly announced that the 

™ Treasury Report, November 23, 1818, p. 11. 
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Bank of the United States, through his policy, had 
been rescued at the brink of disaster. Business, how- 
ever, suffered a violent shock. Conditions in 1819 
were tersely epitomized by Gouge: “The Bank was 
saved, and the people were ruined.” 


A Paralyzing Depression 


It had been no fault of the individual farmer that 
he had to pay double prices for lands and tools dur- 
ing inflation. It was no fault of his that values 
dropped a half or two-thirds after the panic of 1819. 
Nevertheless, many farmers were closed out by the 
sheriff and had to begin all over again. In Pennsyl- 
vania there was a substantial migration to the cheap 
lands of Ohio. The banking mania had lasted nearly 
a decade, from 1809 to 1818. Savings had been in- 
vested at rising prices. In 1819, at one blow, land 
values dropped back to the level of 1809, or lower. 
In Lancaster County, land which had risen from $85 
to $275 an acre dropped to $65. In Cumberland 
County a rise from $50 to $175 an acre was followed 
by a decline to $35." 

A committee of the Senate of Pennsylvania was 
appointed to inquire into the extent of the public dis- 
tress. The Chairman of the Committee, Mr. Condy 
Raguet, presented the report on January 29, 1820, 
in which it was stated that among the forms of dis- 


** Gouge, p. 35. 
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tress observed were ruinous sacrifices of landed 
property at sheriffs’ sales, whereby lands and houses 
were frequently sold at less than half or a third of 
their former value and the farmers were forced to 
leave the state and seek homes in the Ohio Valley; 
forced sales of merchandise, household goods, farm- 
ing stock and so forth at prices far below the cost of 
production, by which many families were deprived 
of the common necessaries of life; bankruptcies and 
financial embarrassment among the manufacturing 
and mercantile classes as well as among the farmers, 
and a general scarcity of money which made it im- 
possible for property owners to get loans even on 
land of the highest character.” 

In the West and South, during a brief period of 
infatuation, purchases of land had been made at $2 
per acre. The Secretary of the Treasury believed 
that in many cases they could never be completed. 
He predicted that initial payments would be for- 
feited unless relief was extended, and recommended 
that the price be reduced to $1.25 to those making 
complete payment by September 30, 1821. He also 
suggested other ameliorations.” 

Despite the reduction in the price of public land 
from $2.00 to $1.25 per acre, the sales of public lands 
declined over 90 per cent in Illinois and Ohio during 
1819-20 and 60 to 80 per cent in a number of other 

*® William Gouge, Paper Money and Banking, 1835, pp. 114-5; Condy 
Raguet, Currency and Banking, pp. 290-2; cf. J. B. McMaster, History 


of the People of the United States, vol. 5, p. 169. 
* Treasury Report, December 1, 1820, p. 15. 


AMERICA’S “WILDCAT BANKING” 157 


states. Kasily printed paper money, not savings, 
had caused the boom in land office sales. 


United States Public Land Sales (acres) 


High Year Low Year 
State 1812 1815-19 1819—Z0 

Ohio 232,000 691,000 67,000 
Indiana 35,000 272,000 56,000 
Illinois = 220,000 13,000 
Michigan — 22,000 4,000 
Missouri — 294,000 46,000 
Alabama 24,000 531,000 190,000 
Mississippi 25,000 229,000 15,000 


(New York Bankers’ Magazine, vol. 4. pp. 972-3.) 


Merchants suffered the worst depression in the 
three decades of the nation’s existence. In fact, there 
have been only four subsequent depressions which 
can compare with the economic collapse of 1819-20 
(1840-43; 1876-78; 1893-94; 1920-21). Exports of 
American produce at the inflated prices of 1819 had 
a value of $93,000,000. In 1821 they totaled only 
$54,000,000. ‘This decrease was largely due to the 
fall of prices. Cotton dropped from 34 to 17 cents 
a pound; tobacco from 13 to 6 cents; wheat from 
$2.00 to $0.70 a bushel; sugar from 15144 to 91% 
cents a pound; leather from 37 to 21 cents. ‘The in- 
comes of American producers were generally cut in 
half. The South and Middle West were extremely 
hard hit. The panic of 1819 brought to these sections 
what the “grand explosion” of 1809 had visited upon 


New England. Nearly 200 banks failed.” 
77, 9. Treas, Report, May 12, 1820. 
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A hopeless feature was the impossibility of expect- 
ing a rally in prices to ease the problem of paying 
debts—debts at home and abroad. ‘The slump in 
prices had been caused by currency deflation; and 
prices could not rally unless the banks again indulged 
in reckless inflation at home or secured financial aid 
from abroad. But relief to debtors came from neither 
source. The Bank of the United States at Philadel- 
phia persisted in locking up coin in its vaults. The 
Bank of England, under orders from Parliament to 
resume specie payment by May 1, 1821, did likewise. 
Since the United States had only 6,000,000 popula- 
tion as compared with 20,000,000 in Great Britain, 
the financial tightness abroad had great significance 
for America. During 1820-21 there was nothing for 
it but to work hard and pay debts on both sides of the 
Atlantic. 

In Kentucky the legislature recognized that debts 
could not be paid promptly in the usual way, with 
produce selling at 50 per cent of previous values, and 
enacted “stay laws” giving debtors two years to pay. 
Other states adopted various relief measures. This, 
however, was impossible in connection with debts 
abroad. Importers had to obtain and remit gold or 
silver to meet foreign debts not covered by exports 
of American goods. But there was little coin in the 
country, and the net exports of $10,000,000 in gold 
and silver reported by the Treasury for 1820-21 in- 
dicate a severe financial strain upon importers and 
their bankers. The sharp economy practised during 


AMERICA’S “WILDCAT BANKING” 159 


the debt-paying period is evidenced in the consump- 
tion of foreign goods. Imports in 1821 were only 
$54,000,000 as compared with $122,000,000 in 1818, 
the last year of the “golden age” of buying on credit. 

In 1822, three years after the panic, the Bank of 
the United States still had $10,000,000 of suspended 
loans. An indicated loss of $2,000,000 in the West 
was finally reduced to $552,000, thanks to an ad- 
vance in the value of foreclosed real estate. 

The losses in the South, as of August 30, 1822, 
amounted to $2,234,000, of which $1,696,000 was lost 
in Baltimore. In October, 1822, a committee esti- 
mated total losses at $3,744,000." 


Lessons Learned Through National Distress 


Daniel Webster witnessed the panic of 1819 and 
the banking aberrations which preceded it. He ob- 
served the progress of the country during the decade 
following—a decade when prices were “flat” and the 
speculative markets were uniformly dull and life- 
less. His verdict as to the merits of “inflation pros- 
perity” was uttered in the Senate as follows: 





A disordered currency is one of the great political 
evils. It undermines the virtues necessary for the sup- 
port of the social system, and encourages propensities 
destructive to its happiness. It wars against industry, 
frugality, and economy, and it fosters the evil spirits of 
extravagance and speculation. Of all the contrivances 
for cheating the laboring classes of mankind, none has 
been more effectual than that which deludes them with 


"Catterall, pp. 65-66. 
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paper money. This is the most effectual of inventions to 
fertilize the rich man’s field by the sweat of the poor 
man’s brow. Ordinary tyranny, oppression, excessive 
taxation, these bear lightly on the happiness of the mass 
of the community, compared with fraudulent currencies 
and the robberies committed by depreciated paper. Our 
own history has recorded for our instruction enough, and 
more than enough, of the demoralizing tendency, the 
injustice, and the intolerable oppression on the virtuous 
and well disposed, of a degraded paper currency, author- 
ized by law, or any way countenanced by government. 

Webster might also have pointed to the confident 
economic development of the country during the 
decade of stable money conditions which the country 
enjoyed between 1820 and 1830. In this period there 
was no land speculation and no promotion of un- 
sound financial schemes, except in connection with 
insurance companies in New York. There was some 
speculative excitement over the development of the 
Pennsylvania anthracite mines, but it was justified. 
It was not fomented. with easily borrowed paper 
money. Any stock issued by anthracite promoters 
represented an equity in valuable property. 

The decade 1820-30 answers the question, can 
prosperity develop without increasing prices? It 
may have been an uninteresting period to speculators, 
because prices remained “flat”, but for that very rea- 
son constructive effort was stimulated and industrial 
progress was hastened. People got ahead by effi- 
ciency and new inventions. There was study and 
planning with creative purpose. The number of 
boats on the Mississippi and Ohio Rivers increased 
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300 per cent. The Erie Canal was opened and many 
other canals developed. The cotton gin was in- 
vented. Farmers produced much and_ speculated 
little. Business men gave thought to steam trans- 
portation and the Baltimore and Ohio Railway was 
built. Thrift was encouraged. Permanent invest- 
ment was made confidently in the belief that prices 
and construction costs were not inflated. Morals im- 
proved. Education thrived. Disputes between cap- 
ital and labor were rare, because the cost of living did 
not fluctuate materially and frequent wage adjust- 
ments were unnecessary. Money wages had a stable 
purchasing power and people were generally con- 
tented. The second administration of President 
Monroe, 1821-25, is called the “Era of Good Feel- 
ing”’ in textbooks on American history. 

These conditions making for material progress and 
human happiness during 1820-30 were largely due to 
the fact that the Bank of the United States was 
soundly managed. Smiling confidence replaced the 
nerve-racking business worries of the preceding 
decade because a sound currency and stable prices 
had superseded the uncertain fluctuations begotten of 
depreciated paper money. 

In brief, the important lesson learned was the 
proper method of managing a nation’s central bank. 
And during the early presidency of Nicholas Biddle, 
the correct principles of central reserve bank man- 
agement were observed in the affairs of the Bank of 


the United States. 


CHAPTER XI 


THE BRIGHTEST SPOT IN AMERICAN BANKING 
HISTORY: THE PANIC OF 1825 


Whilst we may, let us point to a panic year in 
which the United States enjoyed sounder banking 
than any other country in the world, the year 1825. 

In discussing later panics there will be no oppor- 
tunity to make such a statement. In other panic 
years American banking has always been marked 
with some sort of blemish. ‘The reckless banking pre- 
vious to the crisis of 1819, we have already discussed. 
By way of anticipation we may say that during the 
panic of 1837, American banking was rotten at the 
core. In 1847, the banks were manacled with the 
vagaries of the subtreasury system. In 1857, cut- 
throat tactics among New York bankers resulted 
from lack of a central reserve system. In the panic 
of 1873 the unsound strait-jacket provisions of the 
National Bank Act of 1863 prevented enlightened 
banking relief; and the same was true in 1893, 1907, 
1914, and all other tight-money years before the fed- 
eral reserve system began operating in November, 
1914. 

Let us, then, return to 1825 as the one year in the 


history of panics when the United States possessed 
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a banking system which in principle could, and which 
in fact did, function admirably in providing emer- 
gency credit during a financial crisis. 


Accession of Nicholas Biddle to Headship of 
American Banking 


The presidency of Langdon Cheves of South Caro- 
lina, during the four years 1819-1822, saw the 
Bank of the United States restored from impending 
insolvency to reposeful strength. ‘The specie reserve 
rose from $2,000,000 to $7,000,000, a third of the 
total bank reserves of the country. ‘This was enough 
to permit normal functioning of the credit system. 
Mr. Cheves, feeling that his work was done, resigned 
early in 1823. 

Nicholas Biddle of Philadelphia was made presi- 
dent in January, 1823. He was admirably qualified 
for the position by reason both of experience and of 
native talents. In his early manhood he had been at- 
tached to the American embassy in Paris. Later, he 
had served in the Pennsylvania state senate. He had 
studied economics and finance and written essays on 
economic subjects. In 1819 he was made a director 
of the Bank of the United States, in which capacity 
he became thoroughly acquainted with the bad bank- 
ing which produced the crisis of 1819; and immedi- 
ately upon assuming the presidency he formulated 
plans to protect the bank from the weaknesses which 
prevailed during 1817 and 1818. 
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The Rules of Good Banking Applied 


To prevent its capital from again becoming non- 
liquid, loans on real estate and stocks were forbid- 
den. The Bank purchased bills of exchange in the 
South and West, but did not resume wholesale loans 
on personal securities. Loans everywhere were con- 
fined largely to commercial paper of short-term ma- 
turities relating to merchandising transactions where 
there was a rapid turnover of the goods forming the 
security for the loan. When the supply of commer- 
cial paper was scarce, surplus funds were invested in 
government securities. Instead of appointing cash- 
iers for the branch offices from among local business 
men, most of them were obtained from places remote 
and from among trustworthy acquaintances. The 
cashiers were forbidden to borrow from the branch 
at which they were employed. An exception in 
selecting cashiers was at Nashville, Tennessee, where 
a local man was appointed, and in that city bad bank- 
ing developed. As a result of Biddle’s sound finan- 
cial policies, the credit situation in the United States 
was stabilized during 1823 and 1824. 


The English Panic of 1825 


The English panic of 1825 ranks as one of the 
major crises in British financial history. The intense 


speculative excitement preceding it was due to 
*Catterall, The Second Bank of the United States, pp. 253-4 and 281, 
*The policies adopted by Mr. Biddle are detailed by Catterall, The 
Second Bank of the United States, Chapter 5. 
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1. Abnormal abundance of investment funds. 

_ 2, Extreme investment ignorance among British 
investors. 

The abundance of funds was evidenced in the cash 
held by the Bank of Kngland, which totaled $69,000,- 
000 in February, 1824, against only $21,000,000 five 
years previously. Parliament was responsible for 
this accumulation of gold. It had ordered a change 
from a paper money standard to a gold standard as 
of May 1, 1821, and the Bank of England mobilized 
enough gold to meet the legislative requirement. But 
Parliament had also commanded the Bank to redeem 
some millions of paper money circulated by country 
banks, and a special fund of gold was accumulated 
during 1822 and 1823 for this purpose. During the 
process of gold accumulation, however, Parliament 
exercised the prerogative of changing its mind. It 
voted that the country bank paper should continue 
‘to circulate. The Bank of England was now con- 
fronted with the problem of an abnormally large 
gold surplus. There was no way to dispose of the 
surplus except by making loans at low rates of in- 
terest. This it proceeded to do. 

Speculation was stimulated. The Treasury added 
fuel to the flames by announcing a reduction in the 
rate of interest on a large outstanding issue of Navy 
bonds. The bondholders who objected were paid off 
—and many objected. The cost of maintaining the 
domestic households of many wealthy men in Eng- 
land had been met with income from Navy bonds. 
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Rather than lower their standard of living—rather 
than change from a standard of high living to one less 
pretentious—the well-to-do sought a high interest 
yield in unseasoned securities. Some turned to South 
American issues; others to new loans from the Conti- 
nent. 

There was poor investment judgment, and reason- 
ably so. Investors had had little experience with for- 
eign loans. The British investor of 1824 was the 
pioneer in the foreign loan market of the twentieth 
century. Moreover, the Latin-American states which 
had just achieved freedom from Spanish dominion 
were unknown quantities. There was no criterion 
for judging their economic virtues. As to what hap- 
pened, Thorold Rogers says: “The English capi- 
talists lent to these emancipated peoples of South 
America and lost their money because the borrowers 
did not know how to use it.” 

Altogether, foreign governments floated twenty- 
six loans nominally amounting to $260,000,000 in 
London during 1823-25. Over half were soon in de- 
fault. Some idea of the prices of these foreign securi- 
ties may be had from the following table: 


Naples ps0. neat Pee at 9214 
Per Gseoe cca ee eee oO 
PUSSIa. 5 Saye Sa ee ee pele 
Greece. 5s0.. 3) a eee * 5614 
SDA Osa ee 56 
Spain Osea ee eee “ 3044 


But although these bond issues proved disappoint- 
ing, they were superior to the multitude of stock pro- 
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motions which investors greedily snapped up. There 
were shares of Mexican mines, which rose to inordi- 
nate prices, and schemes to develop foreign trade. 
Money went into the promotion of banks, turnpikes 
and canals. 

During the winter of 1824-25 speculation in new 
joint-stock promotions became a mania equal in ex- 
travagance to the famous South Sea madness of a 
century before. McLeod writes: 


Princes, nobles, politicians, placemen, patriots, law- 
yers, physicians, divines, philosophers, poets, intermingled 
with women of all ranks and degrees, spinsters, wives and 
widows—hastened to venture some portion of their prop- 
erty in schemes of which scarcely anything was known 
except the name. 


During 1823-24, 624 companies were formed with 
a proposed capital of about $1,860,000,000, of which 
5 per cent was paid in. 

The bubble was pricked presently in the usual man- 
ner. As loans increased, the gold reserves of the 
Bank of England fell. Foreign borrowers withdrew 
gold from the country. During the speculative ex- 
citement farmers produced less grain and gold went 
abroad to buy food. Imports of wool and other 
materials had to be paid for; gold was remitted to the 
foreign producers. The gold of the Bank dropped 
from $69,000,000 in February, 1824, to $44,000,000 
in February, 1825. Three months later (May) it 
was down to $30,000,000. Liquidation of stocks and 
commodities began. At this point, the usury laws 
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prohibiting high rates of interest became harmful, 
because for want of bank accommodation, merchants 
sold their goods at discounts of from 80 to 50 per 
cent. The very best bonds lacked a market. This 
awkward credit situation, and the taxation occasioned 
by the Napoleonic wars, caused 90 per cent of the 
estates of England to become heavily loaded with 
mortgages at this time. 


Banking Policy in the Crisis 


The Bank of England, after having encouraged 
speculation by a prodigal policy, began to curtail 
loans in May, 1825, and during the summer and 
autumn the panic became terrific. The crisis was 
worst in December after Peter Pole & Company 
failed. Other bankers suffered runs and sixty-three 
country banks suspended payment. It has been esti- 
mated that losses amounted to $225,000,000. 

When the bullion in the Bank of England had de- 
clined from $30,000,000 in May to only $6,000,000 
in December, the directors desired to suspend pay- 
ment. The Cabinet, however, insisted upon an at- 
tempt to save the situation, and between December 
14 and 17 the Bank issued $25,000,000 in notes. 
About $2,500,000 of notes in small denominations 
were sent out to country banks. The day before 
Christmas the turn for the better came, and by the 
first week of January, 1826, confidence was com- 
pletely restored. 
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The opinion of the directors of the Bank had been 
that it was best to let the crisis cure itself through 
drastic failures. The fact that the merchants and 
private bankers most seriously embarrassed proved 
later to have been solvent, however, shows that the 
directors were mistaken in their judgment. If the 
directors had been willing to issue currency against 
sound securities, the panic could have been measur- 
ably avoided. Some degree of financial reaction was 
inevitable after the speculative craze during 1824-25, 
but the panic in December, which was finally stopped 
by the tardy issue of notes, would not have occurred 
except for the unwise restriction upon the issue of 
currency. 


America During the English Crisis 


The speculative spirit of the years 1824-25 did not 
influence land dealings in America. Agricultural 
finances remained sound—in fact, they had barely 
recovered from the collapse of 1820. But in New 
York the frauds of the insurance promoters devel- 
oped into a public scandal. In Philadelphia even the 
directors of the Bank of the United States desired to 
increase their profits by extending loans on specula- 
tive collateral in that year. But Mr. Biddle refused 
to do this. Instead he purchased over $10,000,000 
of the National Debt. The Bank, of course, could 
not prevent stock market speculations in New York, 
nor could it prevent price advances in world markets. 
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Cotton rose from 15 to 27 cents a pound, iron from 
$50 to $75 a ton, and steel from $90 to $120 a ton. 
The prices of these commodities in New York were 
measured by the quotations in England, making due 
allowance for ocean charges. Moreover, it had no 
desire to prevent legitimate trade prosperity, and the 
cotton merchants in New York and the South reaped 
large profits during 1824-25. What the Bank did 
accomplish was to keep its resources in sound and 
strong condition so that when the London «money 
market collapsed during the panic of 1825, it was 
able to render prompt assistance to American mer- 
chants. 


Mr. Biddle’s Policy in the Panic of 1825 


During the crisis in the autumn of 1825, private 
depositors withdrew several millions of cash from 
the Bank of the United States and the Government 
made net withdrawals of $5,500,000. Mr. Biddle was 
so adequately prepared, however, that he met these 
demands and in September offered, as an emergency 
measure, to advance money to merchants on the 
pledge of bank shares or government bonds, in addi- 
tion to maintaining the line of credit previously ex- 
tended. In October, just as the British crisis was 
reaching its worst stage, he announced that all sol- 
vent persons could get as much money as they wanted 
at 6 per cent. By virtue of being in sound condi- 


* Gouge, Short History of Paper Money, ete., p. 180. 
“Catterall, The Second Bank of the United States, p. 107. 
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tion, the Bank was able to increase its discounts from 
$23,000,000 in January, 1825, to over $27,000,000 
by the end of the year. 

Commercial losses in the United States were small, 


whereas in England losses were estimated as high as 
$225,000,000. 


Mr. Biddle Holds to Sound Principle in 1828 


During the two years after the panic of 1825, Eng- 
lish manufacturers, under conditions of liquidation 
and depression at home, were eager sellers in the 
American markets. Congress was invoked to pro- 
tect infant industries. ‘Tariff legislation resulted. 
Importers in the United States, in anticipation of 
higher tariff duties in 1828, imported heavily from 
Europe during the winter of 1827-28. ‘The practice 
was to buy foreign goods at auction in the Atlantic 
ports, and since the auctioneers in many cases were 
directors of banks, easy terms of credit were arranged 
for the import merchants. But the country could 
not quickly absorb the excessive imports of merchan- 
dise and presently there was difficulty in meeting 
credit obligations, especially in connection with re- 
mittances to Europe. The foreign exchange situa- 
tion was aggravated by a short cotton crop in 1827 
which prevented a normal exchange of cotton for 
European merchandise. The embarrassed merchants 
appealed to the Bank of the United States for assist- 


5 Bolles, vol. 2, p. 389. 
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ance in the trade crisis after the private banks had 
reached the end of their tether. Biddle, however, 
held to a conservative policy in the face of much pub- 
lic criticism.’ In vindication of his policy he pub- 
lished a statement in the Philadelphia National 
Gazette of April 10, 1828, which affirmed that the 
importers had got themselves into trouble through 
flagrant overtrading and intimated that the proper 
remedy was a policy of merchandise liquidation. 
Biddle was right. The federal Bank actually in- 
creased loans beginning November, 1827, and con- 
tinued credit expansion for eleven months, during 
which period total loans rose from $25,000,000 to 
$30,000,000. Holdings of domestic bills were en- 
larged by $2,000,000. In assisting importers to remit 
abroad, the Bank of the United States not only re- 
duced its foreign balance from the comfortable figure 
of $1,700,000 to a scant $360,000, but borrowed 
$1,000,000 from foreign bankers. A considerable de- 
gree of emergency relief is indicated in these figures. 
It was all the public could expect. Public complaint 
is explained by the fact that liberal assistance was 
not forthcoming early in 1828 when the pinch was 
felt among merchants. In principle this complaint 
was justified. Liberal lending followed by prompt 
repayment would have been sound policy. In prac- 
tice, however, Biddle had no precedent except the 
unfortunate experience of 1818, when borrowers did 
not honestly repay the Bank and a speculative orgy 
® Catterall, pp. 109-110. 
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was followed by disaster. He was determined to pre- 
vent a repetition of the crisis. In only ten years, 
however, the public had forgotten the previous panic, 
or chose to disregard its lesson, and the criticisms 
aimed at the country’s central bank in 1828 were soon 
translated into propaganda by politicians. 


CHAPTER XII 


THE BANK WAR AND THE PANIC OF 1837 


The wrong way to manage the federal reserve 
banks is illustrated by what happened during the 
decade 1829-39. 

Any thoughtful man in 1829, after reviewing the 
splendid record of the Bank of the United States 
during the preceding decade, might well have pre- 
dicted with confidence that the country would con- 
tinue to enjoy a wisely managed banking system for 
generations. This, however, was not to be. ‘The 
Bank was being drawn into the maelstrom of politics. 
The fluctuations in trade and banking during the 
decade 1830-40 were to be dominated by the financial 
policies of Andrew Jackson and a growing reckless- 
ness in the policy of bank management practised by 
Nicholas Biddle. 

Andrew Jackson was imbued with the spirit of Jef- 
fersonian democracy. He had lived in ‘Tennessee 
and the more southern cotton belt, and his heart and 
soul went out to the masses of people in the great 
Mississippi Valley who were struggling nobly to de- 
velop the country amidst hardships imposed by na- 
ture, wild beasts, and Indians. He desired that these 


men, self-indentured to the land, should be assisted 
174 
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by an adequate supply of banking credit just as mer- 
chants were already assisted by the Bank of the 
United States. What Andrew Jackson really de- 
sired was a farm loan banking system which would 
provide capital to farmers in exchange for long-term 
mortgages. But what he actually demanded was that 
the Bank of the United States should extend its com- 
mercial credit facilities to agriculture as well as to 
trade. He declared that the existing banking sys- 
tem tended to make the rich richer and the poor 
poorer. He thought he saw it making the mercan- 
tile aristocracy more powerful without benefiting the 
masses of the people, and shortly after his election to 
the presidency in November, 1828, he made known 
his dissatisfaction with the Bank ‘“‘as organized”. Re- 
ceiving no satisfactory response from Mr. Biddle and 
the board of directors, he declared, in December, 
1829, that if the cotton planters and other farmers 
could not get credit from the Bank, its commercial 
business should be abolished. ‘To take its place as 
the depositary of Treasury revenues, he conceived a 
system of subtreasuries which would codperate with 
the customhouses in handling public funds and 
also issue currency according to the needs of the 
country. 

With this thought in mind Andrew Jackson made 
war upon the Bank of the United States. The finan- 
cial record of the Bank being so satisfactory that 
criticism was not justifiable, President Jackson 

1Catterall, pp. 196-7, 


176 FINANCIAL AND BUSINESS FORECASTING 


waived the financial aspect of the question and made ~ 
it a matter of social policy. The Bank of the United 
States he declared to be an engine of aristocracy, and 
he summoned the people of the South and West to 
his aid to break down the money monopoly of the 
East. 

At first the officers of the Bank were loath to in- 
volve it in a political discussion. They knew from 
experience that it would be bad policy to permit the 
capital of the Bank to become tied up in loans on 
land, or other forms of fixed investment, merely as a 
sop to political opposition. It is always a fatal mis- 
take for a commercial bank to invest its funds in 
anything but merchandise or securities salable upon 
short notice, and this was the recognized policy of the 
Bank of the United States. The attitude of Jack- 
son, however, forced the issue. Mr. Biddle accepted 
the challenge, moving to Washington to lead the 
fight during the presidential campaign of 1832. He 
applied for a recharter of the Bank, four years in ad- 
vance, in order to make it an issue in 1832. Among 
his supporters were Daniel Webster, John Quincy 
Adams, and Henry Clay. 

The continuation of the Bank’s existence was the 
main issue upon which Henry Clay made his cam- 
paign against Jackson. Its charter did not expire 
until 1836, but both sides desired to settle the mat- 
ter in 1832. ‘To strengthen the Bank’s political 
standing, Mr. Biddle departed from the sound lend- 
ing policy he had observed before it became involved 
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in politics, and made a few loans to certain poli- 
ticians. 

It is difficult to say what would have been the re- 
sult of the election if the people had been able to cast 
their votes with regard exclusively to the merits of 
the Bank’s services to the country during the preced- 
ing decade. As matters turned out, it would seem 
that economic conditions in 1832 had a greater in- 
fluence upon the vote of the people than the merits 
of the Bank’s past record. If the Bank had been in 
a position in 1832 to make liberal loans, especially in 
the South and West, it is probable that Jackson’s 
appeal to the people to destroy an institution which 
he claimed oppressed the poor, would have fallen 
upon deaf ears. But the Bank was in no position 
to do this. 

In 1830 there had been an inflow of gold from 
Europe, where conditions were unsettled by politi- 
cal revolution, and a huge reserve of metallic money 
had piled up in the Bank. At this time, also, owing 
to large customs revenues, the receipts of the Treas- 
ury were far in excess of the expenses of the Govern- 
ment, and Jackson decided to use the surplus in 
paying off the national debt. During the five-year 
period 1829-33, the expenses of the Government 
were only $85,000,000 against revenues of $143,- 
800,000. The surplus, therefore, was $58,800,000. 
The national debt was reduced from $67,500,000 


* Catterall, pp. 247 and 253. : 
* Gouge, p. 209; David Salomons, A defense, etc., p. 32. 
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to only $7,000,000 during this period, and by 1835 
was practically nonexistent. 

This reduction of debt vitally affected the policy 
of the Bank. Its holdings of federal bonds being 
redeemed, the officers made unwise loans in order to 
employ idle funds. 

Mr. Biddle at first attempted to make loans to 
Pennsylvania, Louisiana, and Mississippi during 
1829-30, in order that the bonds of these states might 
take the place of the national debt among the 
Bank’s investments. These states, however, had no 
occasion to borrow money and refused his offer. The 
situation in New England was no more encouraging; 
in fact, the banks there had such plentiful supplies of 
loanable funds that the Boston branch of the Bank 
suffered a steady decline in its lending business on 
account of local competition. This situation caused 
Mr. Biddle to engage in active credit operations with 
merchants and local bankers. The monthly reports 
of the Bank show that when the presidential cam- 
paign of 1832 arrived, in place of the $17,000,000 of 
government securities formerly owned, it had pur- 
chased $20,000,000 of exchange bills and personal 
promissory notes, many of which were secured by 
stocks and mortgages. The capital of the Bank had 
become largely locked up in long-dated loans, or bills 
requiring renewal and therefore difficult to collect. 

The trade prosperity of the country during 1831- 
32 was no doubt stimulated by the loans of the 

*Catterall, pp. 133-5. 
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Bank, a fact which should have made the Bank popu- 
lar, but a halt in prosperity in the summer of 1832 
proved a boomerang. Merchants naturally took ad- 
vantage of the conditions of prosperity and increased 
purchases of foreign goods. 'To pay for increased 
imports, it was necessary to export substantial 
amounts of gold, and in the work of making remit- 
tances to Europe, the Bank of the United States 
played an important part. During 1831, its credit 
balance in Kurope was reduced from $4,000,000 to 
the vanishing point, and its holdings of gold and sil- 
ver declined from over $12,000,000 to $7,000,000. In 
the midst of its difficulties it was faced by a demand 
from Jackson and the United States Treasury for 
$6,000,000 needed to redeem government 3 per 
cent bonds. In order to meet the demands of the 
Government and the requirements of importers who 
were making remittances to Europe, there was no 
alternative except to recall money previously loaned 
in the South and West and transfer funds to the 
East. Nothing could have produced more serious 
political consequences. 

We have seen above that the Bank in expanding its 
loans was not able to find borrowers in the North, 
and that most of the increase in its commercial lend- 
ing occurred in the Southwest and West. During 
the four years preceding the presidential election of 
1832, the discounts and bills of exchange purchased 
by the Bank in the Southwest and West had in- 
creased from about $14,000,000 to nearly $37,000,000. 
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When the directors of the Bank determined to re- 
duce loans in 1832, therefore, the burden of the blow 
fell upon that part of the country where President 
Jackson expected his strongest support. Neverthe- 
less, a reduction in loans was attempted. But it had 
become a trick of the trade in the West for a mer- 
chant to pay off a loan by giving a draft, or bill of 
exchange, on some distant friendly bank or business 
concern, which the latter usually felt constrained to 
accept in order to retain the good will of the mer- 
chant; and this was what happened in the South and 
West when the Bank ordered a reduction of loans. 
Hence, although the discounts were decreased con- 
siderably, the bills of exchange in its possession ac- 
tually increased more than the discounts decreased. 
The failure of the Bank’s efforts to increase its hold- 
ings of gold by calling loans forced it to beg the 
Government in March, 1832, to postpone the Treas- 
ury’s demand for funds from July until October. It 
arranged with the Barings of London to supply the 
Treasury with $5,000,000 until the next year and the 
Government agreed to this arrangement. President 
Jackson, however, seized upon this development as a 
basis for accusing the Bank of being mismanaged and 
unable to meet its obligations. A committee of Con- 
gress investigated Jackson’s charges and reported in 
favor of the Bank, and Congress passed a bill to re- 
charter the Bank in July, 1832. But the recharter 
bill was killed by Jackson’s veto. 
* Catterall, pp. 268-270. 
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Not only did Jackson have the power to prevent a 
renewal of the Bank’s charter, but the Bank was at 
his mercy owing to the ability of the Treasury to 
embarrass it by withdrawals of cash, and the Admin- 
istration did not hesitate to embarrass it. For this 
reason, as the presidential campaign progressed, the 
Bank made renewed efforts to strengthen its position. 
By compulsory methods it reduced its excessive loans 
in the South and West and transferred gold to Phila- 
delphia. 'The political spellbinder could desire no 
more precious evidence that the Bank was oppressing 
the West to favor the East. If the Bank had been 
in position to pour funds into the West from the 
East just before election, Henry Clay would prob- 
ably have been elected president. As it was, how- 
ever, Jackson was elected by an _ overwhelming 
majority. 


Loss of the Charter 


Immediately after his reélection, President Jack- 
son prepared to sever the Government’s relations 
with the Bank completely... The Treasury usually 
carried a balance of about $8,000,000 with the Bank, 
and most of this was withdrawn during the winter of 
1833-34. The Bank prepared to wind up its affairs, 
selling the assets of its branches in the summer of 
1833. Its loans were reduced from $64,000,000 in 
August, 1833, to about $46,000,000 in October, 1834. 

® Catterall, p. 290. 
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Its only hope for existence was in the possible elec- 
tion of a Congress in 1834 which would override 
President Jackson’s power of veto. But the elections 
of 1834 were unfavorable and the Bank faced a cer- 
tain loss of its charter in 1836. 


Reckless Inflation 


To the great disappointment of President Jack- 
son, however, it did not die, but secured a charter 
from the State of Pennsylvania to operate as a state 
institution. Its activities during 1835-37 centered 
mainly in buying up public lands in the West and in 
financing railroad and mining corporations. It ceased 
to operate as a lender on commercial credit primarily 
and placed a large proportion of its great capital at 
the disposal of promoters and reckless speculators. 
During the first year of operation under the Penn- 
sylvania state charter, the discounts and bills of ex- 
change were decreased $9,500,000 while the loans on 
stocks and bonds were increased nearly $8,000,000. 
Some loans were made on stocks at par when the 
value of the security had already depreciated. The 
Bank’s loans to its cashier increased from $100,000 to 
$408,000. Loans to two assistant cashiers increased 
from $219,000 to $753,000. The loans to these three 
officials, amounting to over $1,000,000, were invested 
largely in two railroad companies, a coal land com- 


pany, and a railroad and banking company. One 
Sumner, Banking in the United States, p. 230. 
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Philadelphia concern borrowed over $4,000,000. The 
total loans made to the Bank’s officials and their inti- 
mate friends rose from $6,200,000 in March, 1836, 
to $8,100,000 a year later. After more than fifteen 
years of conservative banking, the Bank in two years 
became hopelessly insolvent through investments in 
the stocks and bonds of American banks, railroads, 
and mining companies. This was the condition of 
the Bank of the United States on the eve of the panic 
of 1837. 

The fact that this Bank changed from a commer- 
cial credit institution to an engine of speculation is 
the most important explanation of the period of in- 
flation which developed in the United States during 
1835-36. As it relaxed its control over the nation’s 
bank note circulation, there was no limit to the opera- 
tions of speculators, because the legislatures of most 
states permitted state banks to issue unlimited quan- 
tities of bank notes without keeping a metallic reserve 
sufficient to redeem them upon demand. The state 
banks, therefore, expanded their loans excessively 
during 1835-36, and a multitude of new banks 
sprang up. The total number of banks in the coun- 
try rose from 506 in January, 1834, to 758 at the end 
of 1836. Loans rose from $324,000,000 to $525,- 
000,000, an increase of 63 per cent in three years. 

Credit operations were stimulated by the deposit 
of the funds of the Treasury in Jackson’s “pet” 
banks, and everywhere there were ambitious pro- 
moters eager to secure money from the Government 
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which could be used as so much capital in starting 
new enterprises. Not only did the local banks re- 
ceive the money transferred from the Bank of the 
United States during 1833-34, but also the huge 
revenue surpluses of 1835 and 1836. During 1835 
the amount of Treasury funds on deposit with the 
state banks increased from $10,000,000 to $25,- 
000,000; by November 1, 1836, over $49,000,000 of 
government money was on deposit in eighty-nine 
banks. The Treasury had lost control of its funds. 


English Credit Expansion 


It was a remarkable coincidence that while this 
rapid expansion of banking was progressing in the 
United States during 1834-36, there was a simi- 
lar tendency in Great Britain. It was especially 
notable that English bankers and exporters turned 
their attention more to the United States than to any 
other country and the Bank of England, for prob- 
ably the only time in the nineteenth century, indulged 
in liberal loans on stocks other than government 
securities and made abnormal purchases of foreign 
commercial bills. Seldom, if ever, had loans been 
inflated on both sides of the Atlantic in such propor- 
tion except during war time. 

An important element in the credit situation was 
the incorporation of joint-stock banks in England, a 
new thing at this time. Before the panic of 1825, the 
Bank of England had enjoyed a degree of monopoly 

* Dewey, Financial History, pp. 210-17. 
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in issuing bank note currency, and it was a com- 
monly accepted notion that the incorporation of other 
banks was prohibited by the Bank’s charter. Thomas 
Joplin, however, pointed out that an incorporated 
bank could operate profitably by dealing in bank de- 
posits without note circulation, and without running 
counter to the Bank’s charter.’ When the financial 
world accepted this view, a new era in British bank- 
ing began. Little was done in this direction until 
Parliament investigated the advisability of modify- 
ing the Bank’s charter in 1832, but when the charter 
of the Bank of England was renewed, the promoters 
of new banks became active. During 1833-35 thirty 
new joint-stock banks were incorporated, and in 1836 
the movement became a mania. In that year forty- 
two new banks were incorporated, and since many 
private banks were merged as branches of the joint- 
stock banks, the incorporation of the forty-two new 
British joint-stock banks was considered the equiva- 
lent of two hundred new banks.” During the decade 
ending in 1836 there were incorporated in Kng- 
land and Wales a total of 119 banks having 670 
branches.” The chief development which attended 
this expansion of English banking was a great in- 
crease in the supply of credit advanced to British 
houses engaged in the American trade.” 

"Joplin, Hssay on Banking, 1823, p. 84. 

% Edinburgh Review, vol. 65; p. 65; J. H. Palmer, Causes and Con- 
sequences of the Pressure upon the Money Market, London, 1837, p. 10. 

1 John Wade, Principles of Money, p. 15; J. W. Gilbart, History of 
Banking in America, p. 155. 
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In 1836 the amount of British commercial credit 
extended to American merchants was not much less 
than $100,000,000. Some of this represented cap- 
ital of British export merchants; some was extended 
by the newly incorporated banks; but neither the in- 
flation in England nor the speculative orgy in Amer- 
ica could have progressed to the stage reached in 
1836 but for the fuel added to the flames by the Bank 
of England. 


The Bank of England Aids Speculation 


When the charter of the Bank of England was re- 
newed in 1833, its resources consisted almost entirely 
of gold and government securities. It had a few 
millions invested in English bills, but nothing what- 
ever in foreign exchange or stock loans. Its affairs 
had been so managed in 1832 that nothing objection- 
able could be discovered by the Parliamentary Com- 
mittee appointed to report in that year on its conduct. 
After 1833, however, freed from political restraint, 
its business was rapidly expanded. 

The loans of the Bank of England, exclusive of 
“public securities”, rose from $21,000,000 in Feb- 
ruary, 1833, to $87,000,000 in February, 1837. Dur- 
ing 1834-36 its credit operations were attended by 
exceptional circumstances. Ordinarily it acted 
merely as a depositary for bankers. It did not usu- 
ally pay interest to attract deposits or purchase paper 
from bill brokers. Loans on stocks were considered 
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unthinkable, except to relieve a crisis or to facilitate 
government financing. During 1834-36, however, 
its directors violated all of the precepts commonly 
laid down for the management of a nation’s central 
reserve bank. ‘They were publicly criticized in “‘cur- 
rency pamphlets’, their archantagonist being Samuel 
Lloyd (later Lord Overstone). 

The Bank was stoutly defended by its governor, J. 
Horsley Palmer, who declared its activities were nec- 
essary and beneficial. He ascribed the feverish 
speculation of the period to the work of the joint- 
stock banks. The latter were represented in the con- 
troversy by a number of bankers, prominent among 
whom were Samson Ricardo, David Salomons, and 
J. W. Gilbart. Parliament appointed committees 
to investigate the joint-stock banks in 1837 and the 
general question of “Banks of Issue” in 1840. 


Findings of Parliament 


The official reports show that American specula- 
tion was stimulated in London. The credit 
expansion of the Bank of England during 1834-36 
consisted mainly in the purchase of American bills of 
exchange and loans on West India stock. Its motive 
to expand arose from an accumulation of deposits 
received from the East India Company. The latter 
was selling its assets and requested the Bank to em- 
ploy its funds.” The Bank decided to accept the 


% Testimony of the Governor of the Bank of England, Report on 
Banks of Issue, 1840, pp. 104, 108, 113, and 144. 
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deposits in order to be able to control the London 
money market, believing misdirected speculation 
might develop if the India Company’s funds were 
scattered among private bankers. Until August, 
1835, the Bank invested in bills of exchange received 
from bill brokers.” In August, 1835, it extended its 
lending policy to provide for assisting the flotation 
of a West India loan, which was issued to obtain 
funds to indemnify the slave-owners of Jamaica, 
where the slaves had been emancipated by vote of 
Parliament. The loans of the Bank on West India 
stock reached a maximum of $10,000,000 on January 
5, 1836. The governor of the Bank claimed that 
its loan expansion during 1834-36, in connection with 
the East India Company deposits and the West India 
loan, was not excessive in view of the magnitude 
of the operations involved.” He also asserted that 
he could not control the joint-stock banks and that it 
was the credit distension of the latter which caused 
the overtrading in England and America during 
1834-36." 

In support of this view of the governor of the 
Bank, it may be said that during 1833-36 there was 
an abnormal abundance of capital due to an increase 
in economic production and to the fact that London’s 
gold supply was not disturbed by the need of export- 
ing gold to secure grain. Domestic crops were plenti- 
ful—and abundant food at low prices always makes 


* [bid., pp. 104-5. 
* Thid., p. 108. 
SLOG. spa Ls: 
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for capital accumulation.” Market discount rates in 
London ranged between 214 and 314 per cent in 
1833, and the abundance of capital was bound to 
lead to some degree of speculative expansion. 

The whole truth is that all these factors in Eng- 
land—new banks, large crops and free lending of the 
central bank—played some part in the flow of cap- 
ital to America. In 1834 a state loan was placed in 
Great Britain by Pennsylvania; the governor of New 
York recommended that a state loan of $6,000,000 
whose sale was pending in the eastern money cen- 
ters should be placed abroad; and agents in New 
York and Philadelphia sold $1,000,000 of bonds in 
Europe for Florida.” In September, 1834, Niles’ 
Register maintained that there was no sacrifice of na- 
tional pride in borrowing abroad, and doubtless many 
veterans of the War of 1812 agreed with Niles that 
“money, like potatoes, should be purchased where it 
is cheapest”. 

British investors came to the rescue during 1835-36 
in assisting Mr. Biddle to substitute a Pennsylvania 
charter for the expiring federal charter of the Bank 
of the United States. Jackson promptly demanded 
the return of the $7,000,000 which the Government 
had placed in the shares of the Bank in 1816, and 
agreed to accept $115.58 a share. Mr. Biddle easily 
handled the matter by selling the Government’s 
shares in England at $120 each, and in addition suc- 


“Tondon Bankers’ Magazine, vol. 1, p. 182. 
8 Niles’ Register, vol. 47, pp. 21, 33, and 50. 
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ceeded in borrowing considerable sums in England 
19 
and France. 


Warnings of Gilbart and Niles 


Still more important were the credits extended to 
American merchants by British joint-stock banks, 
which purchased American bills from the export mer- 
chants in Liverpool and Manchester engaged in the 
American trade. The Bank of England’s purchases 
of exchange bills, consisting largely of American 
indorsements, rose from $12,000,000 in 1834 to nearly 
$40,000,000 before the end of 1835. 'This credit from 
the Bank of England was so much capital to the ex- 
port houses. It enabled them to extend credit abun- 
dantly to buyers in America. It is reasonable to 
conclude that many of the American merchants who 
employed their own capital in land speculation dur- 
ing 1835-86," trusting the banks to take care of their 
commercial obligations, were able to do so because 
their bankers, in the final analysis, were enjoying the 
bounty of the Bank of England. 

The danger of overtrading on English capital did 
not escape notice. The situation in April, 1836, was 
pictured by America’s leading financial commen- 
tator, Hezekiah Niles, as follows: 


*'W. G. Sumner, Banking in the United States, p. 226. 

® Gilbart in 1837 wrote: “Many of the interior merchants, lured by 
the brilliant prospects of realizing fortunes, sold the goods which they 
had purchased on credit in New York, Philadelphia, etc., and invested 
the proceeds in the public lands, and thus deprived themselves of the 
means of paying their debts, although they might be perfectly solvent. 
These operations have been in progress for the last twelve or thirteen 
months.” J, W. Gilbart, History of Banking in America, pp 201-2. 
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The unbounded extent of credit which we have latterly 
had, has arisen from the fact that there was no demand 
for specie. It remained in the banks, only as ballast 
stones in the hold of the ship. But, let the exchange 
on England advance one or two per cent and eleven- 
twelfths of our banks will be deprived of their means of 
“accommodation”, being, also, hard put to it to save 
themselves. A general war in Europe will bring about 
this state of things—and we shall have to go over all our 
old troubles again. Our newspapers will be again filled 
with sheriffs’? advertisements of the sale of property, as 
they were in 1819-20. 

The peace of Europe, together with our own prosper- 
ity, has kept things ‘‘steady”. Many nations are “flour- 
ishing”, and so are we. England, with whom we have 
the most intimate connection, is eminently so—business 
and money are abundant in that country. ‘They are 
as without end. And so it has been with us. The gen- 
eral business of our manufacturing establishments, pro- 
moted and impelled by the tariff laid for their protection 
and encouragement, has given them great force, and the 
products of our cotton fields furnish a large surplus for 
exportation. The probable value of all things produced 
by the people of the United States has been 1,500,000,000 
dollars; and now, at the present high prices, will give a 
creation of 1,800,000,000 per annum. But a shock may 
easily be given to the immense production of value. It is 
a subject not to be thought of without great attention 
and much caution and eare; for notwithstanding this 
large amount of production, our imports are not lessened 
—the ability to buy being always accompanied by a desire 
to possess. (Niles’ Register, vol. 50, p. 114.) 





The Crisis of 1836 


It remains now to consider how the cycle culmi- 
nated, and the year 1836 furnished phenomena which, 
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in a convincing way, exemplify and demonstrate the 
Law of Loanable Funds. There was no panic on ac- 
count of war; no banking crisis in England on ac- 
count of crop failure, requiring gold exports to buy 
foreign grain. The crisis developed according to the 
theory of the “normal cycle’, in which the rise in 
prices culminates when, on account of excessive loans, 
the circulating liabilities of the banks become dis- 
proportionate to their coin reserves. The banks, to 
maintain solvency, were forced to contract credit and 
thereby compel a reaction in prices. All the details 
of this process were in evidence during 1836. 

In New York, during the first half of the year, 
cotton rose from 16 to 20 cents a pound, iron from 
$43 to $63 a ton, and steel from $75 to $105. There 
was an average advance of $19 in ten insurance shares 
and $16 in seven railroad stocks. The buyers of 
goods at the high prices prevailing were compelled 
to borrow more for each unit of goods bought, and 
their withdrawals from the banks were proportion- 
ately abnormal. ‘The speculators, however, promptly 
heard from the money market. The banks were put 
upon the defensive by abnormal demands. In Wall 
Street call money was reported at one-half per cent 
a day, a rate of 180 per cent a year, by the New York 
Evening Post of April 15. In Mobile, the banks re- 
stricted credit and forced cotton upon the market at 
a decline of one to two cents a pound, and in Ann 
Arbor, Michigan, there was a run upon a bank.” In 

*t Niles’ Register, vol. 50, pp. 113 and 114. 
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Boston there was a great falling off in business after 
March owing to scarcity of bank credit, and in June 
the Boston banks entered into an emergency agree- 
ment to lend more than $1,000,000 to merchants.” 

In the second quarter of 1836, the American banks 
appealed to England for aid. They were short of 
foreign exchange bills, as American exports were less 
than imports. Gold was secured abroad by pledging 
American stocks and bonds, and also, according to 
Leone Levi, by a liberal granting of “accommoda- 
tion” credit.” The governor of the Bank of England 
is authority for the statement that the total amount 
of gold lost by the Bank of England in 1836 was 
practically all shipped to the United States.” 

At this point we reach the culmination of the cycle 
—the crisis. From 1830 to the summer of 1836, the 
expansion of loans in America had been steadied and 
also accentuated by an influx of British capital. In 
July, 1836, however, the directors of the Bank of 
England became alarmed at the loss of gold. It was 
found that the English houses dealing with America 
had entered into transactions far beyond their 
means and that British banks had assisted them in 
the reckless discounting of American paper. In 
August the Bank advanced its discount rate to five 
per cent and announced that it would no longer ac- 
cept securities indorsed by such banks. 

2 Tbid., vol. 50, pp. 135 and 250. 


2 eone Levi, History of British Commerce, p. 222. 
* British Accounts and Papers, Banks of Issue, 1840; evidence of 


J. H. Palmer, question 1,298, p. 115. 
* Tbid., p. 118. 
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The situation was reported by the New York Ea- 
press as follows: 


The advices by the arrivals from England will have a 
most important bearing upon the money market in this 
country, and upon the internal improvements. The Bank 
of England, it seems, is making war upon American 
merchants. See letter below. 


Liverpool, September Ist. 

We delayed writing for the purpose of getting the most 
correct information respecting the existing discord be- 
tween the American merchants and the Bank of England, 
the latter having taken a bold stand and refused to dis- 
count any and all paper where the name of the following 
houses appeared, viz., Barings, Browns, Wiggins, Wildes, 
Morrisons, Crydens, Wilson and Ligard. The president 
and directors of the Bank do not doubt the solidity of all 
these houses, but they say that their object for adopting 
this course was to check the exportation of gold, which 
has been immense this last quarter; and also to stop the 
lodgments of American securities, which increase the 
paper currency without increasing the circulating me- 
dium. 

We know that there have been large exports of gold to 
the States on stock security; it increased the discounts 
and reduced the means of the Bank; although the loan 
was not directly effected with the Bank, yet its deposits 
were reduced by those who did take it. Barings assisted 
Mr. Jaudon (cashier of the Bank of the United States) 
to this loan, and wholly by keeping it quiet, getting a few 
thousand dollars at a place. (Niles? Register, vol. 51, 
p. 98.) 


Handling the Crisis 


The action of the Bank of England precipitated 
a crisis in England, Ireland, and the United States. 
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But after pricking the bubble in the summer and 
fall of the year, it courageously set out to relieve em- 
barrassment on every hand. It sold bonds of Euro- 
pean countries back to the Continent to obtain gold.” 
It sent $10,000,000 of gold to assist the Bank of 
Ireland. When the bankers of Manchester became 
embarrassed in November, 1836, it advanced nearly 
$7,000,000 to assist the textile interests, although its 
gold reserve was then reduced to only $18,000,000." 
In January, 1837, a number of houses in Liverpool 
and London, being unable to make collections in 
America large enough to meet their obligations in 
England, applied to the Bank of England for relief. 
Persons were appointed to look into their affairs, 
and the Bank finally advanced the huge sum of $30,- 
000,000, determined to see these houses through their 
embarrassments. Most of these advances were ulti- 
mately repaid, but $1,000,000 was still due the Bank 
in 1848." 

As a result of the skilful management of the Bank 
of Kngland, the business situation was stabilized to a 
surprising degree. The prompt relief extended to 
British manufacturers permitted them to continue 
purchases of cotton and thereby assist America to 
meet obligations in Europe. The price of cotton in 
New York held around 20 cents until the end of 
1836. If the United States had not been handi- 

* Salomons, p. 14. 

77 McLeod, Banking in England, p. 133. 

*% Ibid., p. 134; ef. Banks of Issue, 1840, pp. 114-16. 


” British Account and Papers, Report of Committee on Commercial 
Distress, 1848, p. 89, evidence of J. H, Palmer, questions 771-72, 
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capped by the delusion of paper money theories and 
the unsound policies of Congress, the depression of 
1837 might not have become serious. Farmers, bank- 
ers, and statesmen alike, however, acted on the theory 
that the paper money prosperity of 1835-36 had 
come to stay; the consequences gravely accentuated 
the downturn of the cycle in 1837. 


American Cross-Currents 


The American grain-grower so neglected agricul- 
ture in 1836 to follow the lure of land speculation 
that food had to be imported to relieve the distress 
of the working classes.” Wheat rose from $1.40 in 
1836 to $2 per bushel in 1837, and beef from $10 to 
$15 per barrel. Food riots broke out in New York 
City in February, 1837." The food shortage, de- 
clared the Secretary of the Treasury, “was of itself 
sufficient to create a severe shock”. He believed the 
cost to the American people of bread alone had in- 
creased $100,000,000, and even if half the people pro- 
duced their own food, there was an extra expense to 
the other half of $50,000,000. 'The banks were called 
upon to provide funds to pay for food imported. 
Wheat imports, which seldom amounted to a thou- 
sand bushels in a year, were reported at nearly 
4,000,000 bushels in 1837, despite a tariff of 25 cents 
a bushel. Of this, nearly half came from the Hanse 

* London Bankers’ Magazine, vol. 15, p. 293. 

* Niles’ Register, vol. 51, p. 400. 


“U.S. Treasury Report on Finances, 1837, Rives Edition, vol. 4, 
1h Oe 
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Towns and Prussia, a fifth from England, 10 per 
cent from Holland, 228,000 bushels from Italy, 196,- 
000 from Trieste, and 47,000 bushels from Russia.” 
The total exports of American foodstuffs in 1837 fell 
about $5,000,000 below normal. The foreign credit 
balance in 1837 was reduced $12,000,000 on account 
of food alone. Here was a problem in export finance 
for the American banker. 

But during the first half of 1837 he was confronted 
by another demand for funds even more serious. 
Congress in June, 1836, had enacted legislation pro- 
viding that the amount of the Treasury surplus on 
January 1, 1837, except $5,000,000, should be divided 
among the states of the Union according to their rep- 
resentation in Congress. The money was to be dis- 
tributed in four instalments. When the first of 
January arrived, there was a sum of $37,000,000 
available for distribution. ‘The first two payments, 
ageregating about $20,000,000, were made promptly 
in January and April.” When we consider that the 
total amount of coin in all of the banks in the United 
States in January was only $37,000,000, and that the 
Treasury deposits were not distributed evenly among 
them, it should have been foreseen in Congress that 
many banks might easily become insolvent during 
such a rapid withdrawal of cash, unless each state 
had carefully planned to redeposit its quota immedi- 
ately and disburse it with careful regard for busi- 

77, §. House Document, No. 110, 28th Cong., Ist Session, vol. 4, 


pp. 8 and 12. 
* Sumner, History of American Currency, p. 140. 
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ness conditions. This, however, was not done. 

The different states distributed the money among 
the population in different ways. In Massachusetts, 
the funds were distributed among the towns, and dif- 
ferent towns used them for different purposes, such 
as for current expenses, or building a town hall, or 
repairing broken bridges. In Maine, the money was 
divided equally among the inhabitants. In many 
states it was used for internal improvements. The 
method of spending the money after it was with- 
drawn from the banks was bound to remove it from 
the leading financial centers. 


The Panic of 1837 


Perhaps the banks could not have avoided a panic 
even if Congress had not distributed the surplus. It 
is at least a coincidence, however, that the panic broke 
during March and April, 1837, while the first two 
instalments were being paid. In March one of the 
largest commercial houses in New Orleans failed for 
several million dollars and brought ruin to other con- 
cerns in the South.” The price of cotton declined 
rapidly to 12 cents a pound as against 20 cents a 
pound the year before. Drafts upon the South and 
West were returned to Philadelphia and New York, 
unpaid. ‘The banks in New York thereupon refused 
to discount southern and western commercial paper.” 
By the end of April, there were only a few merchants 

*® Dewey, Financial History, p. 222. 


* Niles’ Register, vol. 52, p. 33. 
* Tbid., vol. 52, pp. 81 and 97. 
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in New Orleans who had not suspended payment; 
throughout Louisiana and Mississippi a feeling of 
terror, panic, and financial anarchy was prevalent 
among all classes of people.” 

The failures in New York from the first of March 
until the eighteenth of April were estimated at 168, 
with liabilities of about $50,000,000. Less than a 
third of these houses were engaged in speculation.” 
There were numerous failures among the shoe manu- 
facturers of Massachusetts, and building operations 
were brought to a standstill.” Unemployment was 
universal, it being estimated that about 15,000 men 
were out of employment in New York.” 


Mr. Biddle to the Rescue 


We have seen above that in 1837 Mr. Biddle’s bank 
had become insolvent. It was in no position to handle 
a crisis as it had done successfully in 1825. Never- 
theless it had a larger capital than most other banks 
and all parts of the country had been in the habit of 
looking to it for aid during financial storms. More- 
over, the “frozen” condition of its assets was not 
known until it was investigated in 1841. It is not 
surprising, therefore, that a delegation of merchants 
from New York went to Philadelphia toward the end 
of March, 1837, to request Mr. Biddle to relieve the 
financial pressure. Mr. Biddle promptly went to 


%8 Thid., vol. 52, p. 130. 
* Tbid,, vol. 52, p. 114. 
40 Tbid., vol. 52, p. 114. 
“ Tbid., vol. 52, p. 129. 
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New York and arranged a plan of action. Owing to 
lack of liquid funds in his own bank, his plan con- 
sisted largely in mobilizing the general resources of 
all the banks. He arranged that the New York 
banks should increase their loans by $1,500,000. 'To 
meet obligations abroad, he arranged that his bank, 
together with the Manhattan Company, the Bank of 
America, the Girard Bank, and the Morris Canal 
Company should borrow about $10,000,000 in Lon- 
don, and import a million or two of specie. 


The Banks Suspend 


The magnitude of the crisis, however, over- 
shadowed the efforts to allay it. The American debt 
in Europe on commercial account, though reduced 
since the summer of 1836, still amounted to around 
$60,000,000, according to Nathan Appleton; and the 
Treasury, compelled by law, was preparing to make 
further withdrawals from thé banks in June, when 
the third instalment of the Treasury surplus was due 
the states. The drain on the banks for remittance 
to Europe in April caused sterling exchange to rise 
above 111, as against a par of 10994, and since the 
cost of shipping gold abroad was only about one per 
cent, an outward drain began. On May 8 the Dry 
Dock Bank of New York failed. On May 10 all the 
New York banks suspended, and the next day the 


“Tbid., vol. 52, pp. 64 and 81; Sumner, Banking, p. 268; Sumner, 
Currency, p. 136. 
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banks of Philadelphia. The Bank of the United 
States stopped with the rest. 

After the banks suspended, merchants could not 
get gold with which to pay import duties to the Gov- 
ernment, and since the Treasury had recently dis- 
tributed a large part of its funds and was unable to 
withdraw the rest from the banks, it was in a condi- 
tion of temporary bankruptcy. Nevertheless, it drew 
on the banks in June to make payment of the third 
instalment to the states, and failing to get coin, made 
the payment in note currency, thus aggravating the 
financial unsettlement. (‘The fourth instalment was 
never paid, being deferred until 1839, and then de- 
faulted owing to a Treasury deficit. ) 


Causes of Panic Summarized 


In summing up the causes of the panic of 1837, 
the food shortage must be reckoned as a contributing 
influence, as was also the withdrawal of Treasury 
deposits from the state banks, but neither of these 
cross-currents would have caused a major crisis had 
prices been low and loanable funds abundant. The 
fundamental cause was the stoppage of credit in 
England, which prevented the sale of American 
securities abroad and forced American merchants to 
pay their commercial debts in Liverpool and London. 
From April to November, American commercial 
debts in Great Britain were reduced from around 
$65,000,000 to $35,000,000, imports declining from 
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$176,000,000 in 1836 to $98,000,000 in 1838, as a 
result of the contraction in foreign credits. The 
“Specie Circular” of July, 1836, is sometimes re- 
ferred to as a cause of the panic of 1837, but this 
merely stopped large speculative transactions in 
public lands. It really tended to conserve the supply 
of capital in the country and therefore strengthened 
the credit situation, rather than the contrary. 

The general trend of the cycle in its downward 
course during 1837 is most satisfactorily explained 
by the contraction of credit by the banks in Eng- 
land, which, in turn, called for a reduction of loans 
in the United States. 

As the American commercial debt in England was 
paid off, the loans of the Bank of England fell; its 
bullion rose rapidly from $18,000,000 to $50,000,000 
ina year. This brought the cycle to a normal close 
in Great Britain. The expansion of credit from 1833 
to 1836 and the contraction during 1837 are shown 
in the diagram on page 208. 


New York Supersedes Philadelphia as Money Center 


In the North, deflation of credit and readjustment 
to a gold monetary basis was demanded by public 
sentiment. The New York State Legislature ap- 
proved the suspension of payment during the panic 
of 1837, but in enacting the suspension law it was 
provided that gold payment should be resumed one 
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year from the date of suspension.” The New York 
banks had either to deflate quickly or to forfeit their 
charters on May 10, 1838. Most naturally they pre- 
ferred the former, and to comply with the law there 
was drastic contraction of credit and lowering of 
values. Between June 1, 1837, and May 1, 1838, the 
New York City banks scaled down their loans from 
$38,000,000 to $28,000,000; outstanding note cur- 
rency was retired and coin accumulated.” Their de- 
mand liabilities were cut in half during 1837." Stocks 
of seven railways which had averaged $122 per share 


in October, 1836, sold at $65 in April, 1838. New 


“The Suspension Law is printed in Wiles’ Register, vol. 52, p. 180. 
* London Bankers’ Magazine, vol. 15, p. 293. 
“Sumner, Banking, p. 290. 
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York City realty appraised at $234,000,000 in 1836 
declined to $195,000,000 in 1838. 

When the directors of the Bank of England saw 
that mercantile credit had been deflated and that the 
note circulation in New York State had been cut in 
half, they were moved to support the New York 
bankers in an unusual manner. Ordinarily the Bank 
of England never shipped gold on its own account, 
it being a rule to permit the London money market 
to be acted upon by the law of supply and demand. 
In this case, however, the restoration of a gold mone- 
tary basis in New York was as important to British 
manufacturers as to American merchants, and the 
Bank shipped $5,000,000 in gold to New York on its 
own account in April, 1838, to make certain that the 
attempt at resumption on May 10 would be success- 
ful. The net imports of gold and silver into the 
United States during the year ending September, 
1838, were nearly $15,000,000. The situation was 
most favorable for a return to the gold standard 
wherever banks were disposed to deflate, and this had 
been done by the New York City banks. Their stock 
of coin was double their currency circulation in May, 
1838, and resumption was easily accomplished. Phil- 
adelphia did not follow New York’s example and 
thereby lost the position of leadership it had held 
since colonial days. 


CHAPTER XIII 


COTTON SPECULATION, CURRENCY INFLATION 
AND THE CRISIS OF 1889 


Should a man wish his country to experience a 
period of currency inflation in order to enhance the 
value of his land or merchandise? He will benefit 
temporarily. He may hope to sell out before a crash 
comes. Or if he does not wish to sell, he will be able 
to pay off mortgages and bank loans more easily 
during the inflation period. 

If a man owns property or merchandise, there is 
usually a temptation to favor currency inflation. 
Advocates of cheap money have been present in every 
generation for centuries. Farmers nearly always 
favor currency inflation. It facilitates the payment 
of taxes and interest on their mortgages. It permits 
further borrowing against land, as farm values in- 
crease. 

Manufacturers and merchants, however, usually 
lose more after the crash than they gain before the 
crisis. A normal trade profit over a period of five 
years is better than three years of inflated profits 
followed by two years of depression. Manufacturers 
benefit from stability in wages and prices. This was 
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understood at the time of the panic of 1837, In Great 
Britain and New England the industrial interests 
favored prompt liquidation and the maintenance of 
the gold standard. In New York, the gold standard 
was made compulsory by state law. 

Resumption of gold payment in the rest of the 
country, however, was not compelled by local legisla- 
tive acts and was bitterly opposed by the Bank of the 
United States in Pennsylvania and by planters and 
bankers in the cotton belt. Public sentiment in 
Pennsylvania was powerfully influenced against re- 
sumption by arguments of the Bank of the United 
States, whose assets were sadly impaired, and whose 
foreign debts contracted during the panic in April, 
1837, remained to be paid on April 1, 1838. The 
Bank could not hope to meet its engagements with 
coin from its own vaults, and therefore preached the 
doctrine that gold payment should not be resumed 
until such a time as cotton exports would give the 
United States a foreign credit balance sufficient to 
cancel any debts which might mature in Europe. 

This paper money doctrine was not only accepted 
in Pennsylvania but it found favor in the South, 
where the low price of cotton had imposed the keen- 
est distress upon the entire population. The high 
price of the staple in 1836 had induced a large plant- 
ing in 1837; the surplus for export from the crop of 
1837 was 596,000,000 pounds, an increase of one- 
third over 1836 and double the average of the preced- 
ing decade. This overproduction caused the price in 
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1837 to fall to one-half of the 1836 high level and 
moved bankers in the South to favor suspension in 
the summer of 1837. It was recognized that a period 
of twelve months would be required to permit com- 
mercial absorption of the 1837 cotton surplus and to 
enable the planters to strengthen the market by re- 
ducing production in 1838. But the South did not 
supinely accept tedious liquidation and the processes 
of the bankruptcy courts as an inevitable ending of 
the cycle which culminated in 1836. To salvage the 
cotton surplus the business interests of the South 
united in close cooperation. 

In the month of July, 1837, a convention was 
called at Athens, Georgia, which sent out the follow- 
ing circular: 


Athens, Georgia, July 21, 1837. 
Sir: 

A crisis has arrived in the commercial affairs of the 
South and Southwest; a crisis the most favorable that has 
occurred since the formation of the American Govern- 
ment to attempt a new organization of our commercial 
relations with Europe. We ought to be our own import- 
ers and exporters, for the very best reason, that we 
furnish nearly all the articles of export in the great 
staples of cotton, rice and tobacco. This is a singular 
advantage for any people to enjoy. Yet, with all this 
in our favor by nature, we employ the merchants of the 
northern cities as our agents in this business. (Niles’ 


Register, vol. 52, p. 169.) 


After the circulation of this message, the banks of 
the South almost universally began to act as agents 
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in the cotton business, dealing on a commission of 2 
per cent. 

The business interests of the South, in thus prepar- 
ing to rehabilitate their financial condition, found an 
able leader in the Bank of the United States, whose 
president declared it to be the duty of all American 
banks to “stand fast behind their cotton bales” just 
as the American army had at New Orleans in 1814. 


Biddle’s Cotton Speculation 


In July, 1837, Mr. Biddle and his cashier formed 
a partnership to speculate in cotton. They employed 
a brother of the cashier to act as agent and furnished 
him with as much as $2,000,000 from the Bank to 
finance his operations. The motive in forming this 
cotton partnership was to make certain that the Bank 
of the United States would be supplied with cotton 
bills sufficient to meet its maturing foreign debts, 
which before the end of 1837 would amount to 
$7,000,000 in bonds and $5,000,000 in short loans.” 
These obligations were so large and the Bank’s assets 


*It was commonly believed that the policy of the banks of the South 
in refusing to resume specie payments and placing their credit to the 
assistance of the planters, added to the market value of the crop of 
1837 at least $10,000,000 more than if credit had been contracted and 
specie payments resumed. Wiles’ Register, vol. 54, p. 284. 


*General Jackson, who had completed his second term in March, 
1837, however, cried out that the country banks “with a view of gratify- 
ing Biddle and the Barings” were willing to “degrade, embarrass and 
ruin their own country”. Sumner, Banking, pp. 278-79. He demanded 
that the Government should establish an independent treasury system 
and take the public deposits away from the banks. 

*Sumner, Banking, p. 282. 
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so impaired that Mr. Biddle decided not to rely alone 
upon the aid of his English bankers, the Barings. In 
September, 1837, he sent Mr. Jaudon, the cashier 
of his bank, to London to give personal attention to 
his interests... When Mr. Jaudon arrived in Eng- 
land, he was very coldly received by the Barings. 
The Bank of England refused to keep an account 
with him, and London financial circles generally dis- 
couraged his presence.’ During February and March, 
1838, however, he succeeded in selling nearly $3,000,- 
000 of the Bank’s shares, and Mr. Biddle kept him 
plentifully supplied with cotton bills. In one great 
operation he underbid the Bank of England. The 
fact that money was abnormally abundant in Lon- 
don, market discount rates being less than 3 per 
cent, enabled him to sell state bonds and the securi- 
ties of the Bank with ease. Before April 1, Mr. 
Jaudon had accumulated a large supply of funds to 
the credit of the Bank of the United States in Lon- 
don and the bonds due on April 1 were successfully 
met. 

The attempt of Mr. Jaudon to manipulate the 
London money market brought forth the disapproval 
of the Bank of Kngland, and in one instance the 
latter suspended an order for the shipment of gold 
to the United States after it was already on board 
ship.’ In the spring of 1838, however, the Bank of 
England made peace with Mr. Biddle. It was not 

4Tbid., p. 282. 


° Niles’ Register, vol. 54, p. 161. 
® Thid. 
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in a position to dictate conditions in the money mar- 
ket. Money was too plentiful. Gold had flowed 
steadily from the Continent to England since the 
crisis of 1836. The bullion held by the Bank of 
England had recovered from $20,000,000 in Febru- 
ary, 1837, to over $50,000,000 in the spring of 1838. 
Interest rates were low and British investors were 
eager purchasers of bonds of all kinds issued by the 
Bank of the United States, by various American 
states and by private companies. Several directors 
of the Bank of England, as individual agents, en- 
gaged in merchandising these securities.’ 
International conditions could hardly have been 
more favorable to the resumption of the gold stand- 
ard in Pennsylvania and the South. And yet Mr. 
Biddle counseled delay. When the New York bank- 
ers, planning to resume on May 10, invited other 
bankers to meet in a convention on April 15, 1838, 
to discuss resumption throughout the whole country, 
Mr. Biddle refused to attend. No doubt the reason 
was an adverse turn in his cotton speculations. From 
January to May, 1838, the price of cotton steadily 
declined from 12 cents to 9 cents a pound. This 
made it increasingly difficult to find buyers and Mr. 
Biddle’s stock of cotton in Liverpool accumulated 
rapidly. During the entire winter, the cotton mar- 
ket had been sustained by the unyielding determina- 
tion of Mr. Biddle and the easy money conditions in 


‘J. W. Gilbart, Pressure on the Money Market in 1839, pp. 5-17. 
* Niles’ Register, vol. 54, p. 161. 
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London, but in the spring of 1838 the operation of 
the Jaw of supply and demand in the cotton market 
was severely taxing his resources. Nothing daunted, 
he resolved upon heroic measures to maintain the 
credit situation and support the price of cotton. He 
borrowed about $3,000,000 in New York and assisted 
the southern states to sell their bonds in New York 
and London in order to obtain money to assist old, 
and start new, banks in the South. In June, 1838, 
he aided the State of Mississippi in selling $5,000,000 
of bonds, all the proceeds being advanced by the state 
to the Union Bank. Millions of new capital were 
poured into the South to expand banking operations 
and there was scarcely an important institution in the 
cotton belt which was not indebted to Mr. Biddle’s 
bank or to the institutions in Philadelphia and Eng- 
land with which he was most closely associated. 

The banks in the South were glad to get money so 
easily. They loaned freely to all classes of people. 
In Alabama any planter who claimed the need of 
funds could get money before his crop came to mar- 
ket, and the politicians of that state borrowed enor- 
mous sums from the banks.’ 

Suddenly, however, a cloud appeared upon the 
paper money horizon. The governor of Pennsyl- 
vania on July 10 issued a proclamation requiring the 
banks to resume specie payment on August 13. 
There was no escape, and the Bank of the United 


®Sumner, Banking, pp. 296-99. 
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States called a bankers’ convention at Philadelphia 
on July 23, at which the banks of Pennsylvania, 
Maryland and Virginia agreed to pay coin for their 
notes on and after August 13. Many other states 
then fell into line. According to the Secretary of the 
Treasury, about 700 banks and branches in twenty- 
two states resumed specie payment during the sum- 
mer and fall of 1838.” The banks in Mississippi, 
Alabama and Louisiana decided that it would be best 
to wait for a rise in the price of cotton or until the 
Bank of the United States could furnish a stable cur- 
rency for the whole country.” But most of the banks 
of America were on a gold basis before the end of 
1838. 

Meanwhile, the southern bankers and Mr. Biddle’s 
cotton partnership were able to dispose of the cotton 
carried over from 1837 at a profitable price. Up to 
this point the efforts of Mr. Biddle and the southern 
bankers to stabilize cotton prices during the twelve 
months after the panic of 1837 seem to have resulted 
in positive benefit to the country. The weak spots in 
the financial situation in Pennsylvania and the South, 
it is true, had only been concealed rather than weeded 
out. Speculative uncertainty attached to the debts 
of the sections of the South which had not resumed 
the gold standard,” but general business conditions 
showed substantial recovery from the panic of 1837. 


Sumner, Banking, p. 292. 
4 Niles’ Register, vol. 54, pp. 278, 337 and 385. 
“Sumner, Banking, p. 296. 
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Heroic Efforts to Boom America 


Conditions in the summer and fall of 1838 seemed 
favorable to the development of a new cycle. Capital 
was abundant in London; New York was financially 
solid. In a normal way the security markets re- 
sponded to the abundance of Joanable funds. An 
average of seven railway shares in New York rose 
$22 and investment securities generally became buoy- 
ant. It seemed that the speculative expansion of 
1834-86 was about to be repeated. Kconomy was a 
thing of the past. During the twelve months begin- 
ning with October, 1838, imports of foreign mer- 
chandise were $156,500,000 against only $96,000,000 
the year before, “the ability to buy being attended by 
a desire to possess”’. 

The excess of imports during 1838-39 ($44,000,- 
000) was paid for with American stocks and bonds. 
The prime factor in the inflation of 1839 would seem 
to be the mobilization of credit between the London 
money market and the Bank of the United States. 
The borrowing of the latter in London after the panic 
of 1837 delayed liquidation in America. The forma- 
tion of new banks in America during the three years 
following the panic of 1837, stimulated by heavy bor- 
rowing in England, especially by the southern states, 
and encouraged by the Bank of the United States, 
enabled America to purchase more than could be paid 
for with gold and domestic goods. High prices and 
overtrading in America in 1839 were possible because 
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nothing happened to put a strain upon British credit. 
TF'rom 1833 to 1838 there were no wars and no Eng- 
lish crop failures. The growth in intimacy and con- 
fidence between London and the Bank of the United 
States in Philadelphia permitted an increased use 
of credit instruments in settling trade balances and a 
corresponding economy in the use of gold, just as 
inflation develops in war times when allied govern- 
ments dispense with gold and employ I.0.U.’s in 
adjusting their financial debits. ‘The unprecedented 
employment of stocks and bonds in meeting inter- 
national debits, permitting a diminution in the use 
of gold, is the most acceptable explanation of why 
prices and credit became so inflated during 1833-40. 


The American Cotton Corner and the British 
Crop Failure 


The speculation in cotton was entirely of American 
origin. The partnership of Humphreys and Biddle 
sent circulars throughout the South stating that cot- 
ton could be shipped to the agency of this partner- 
ship in Liverpool and money received immediately 
equal to two-thirds of the price. The codperation of 
the southern bankers was so nearly complete that 
most of the large English buyers of cotton had to 
purchase from the agency of Humphreys and Biddle 
in Liverpool instead of entering the markets in the 
South themselves. 

During the summer and fall of 1838 the New York 
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price of cotton rose rapidly. The surplus available 
for export was less than three-fourths that of the 
previous year and foreign spinners bought readily at 
rising prices. During the winter the New York price 
rose to 15 cents a pound against 9 cents in 1838. By 
March, 1839, the profits of Mr. Biddle’s cotton part- 
nership amounted to $1,400,000 of which $600,000 
was credited to the Bank of the United States and 
the balance divided among the partners. 

The rashness of the speculation, however, led to 
its undoing. At the beginning of 1839, British spin- 
ners became alarmed and planned to reduce working 
time rather than tie up their capital in cotton at a 
price which they considered excessive.” In Philadel- 
phia the directors of the Bank of the United States 
also became alarmed, and on March 29, 1839, Mr. 
Biddle was moved to resign his position with the 
Bank after a connection of twenty years. The public 
generally did not know what assets were back of the 
Bank’s $35,000,000 capital stock and its huge float- 
ing debt of an equal amount. Investors in the shares 
of the Bank had received regular dividends of $4 
semiannually and were satisfied. Shrewd capitalists, 
however, considered the Bank an empty shell. 
Among them was Mr. Biddle himself, who held only 
one share when he severed his connection with the 
Bank.” The fact was that the Bank held stocks and 
bonds of railways, canals, banks and mines which 


Sumner, Banking, p. 301. 
4 Report of Investigating Committee, May 18, 1841. 
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were badly depreciated. They showed a loss of over 
$17,000,000 when the Bank’s condition finally became 
known (in January, 1841).° There was also a loss 
on cotton to be reckoned with. At the beginning of 
1839 the Bank possessed a large amount of exchange 
on England, which, with cotton at 15 cents a pound, 
was a thoroughly good asset. The cotton bills, how- 
ever, were not drafts on English spinners for cotton 
already sold, but merely tokens representing cotton 
consigned to Mr. Biddle’s agency in Liverpool. Be- 
fore the Bank could convert them into cash, it was 
necessary for the cotton partnership to sell the cotton. 
But the cotton agency steadfastly refused to cut the 
price when British spinners curtailed operations dur- 
ing the first half of 1839, and in April even hazarded 
to advance the (New York) price to 16 cents a 
pound, while the commercial world looked on in sus- 
pense. At this point, however, the heroic acts of 
these speculative Napoleons were set at naught by 
the interposition of Nature. 


The English Crop Failure 


From September, 1838, to December, 1839, Great 
Britain was compelled to import 36,400,000 bushels 
of grain at a cost of $60,000,000 owing to a short 
crop in 1838 and a continued deficiency in 1839.” 
The grain imports necessitated gold exports at a time 


% Sumner, Banking, p. 342. 
* London Bankers’ Magazine, vol. 1, pp. 132-33. 
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when London’s gold reserves were already subject to 
drafts from American borrowers. The entire hold- 
ings of bullion in the Bank of England were not 
enough to satisfy the demand for export, and after 
its gold had declined from over $45,000,000 to less 
than $15,000,000, it was forced to borrow from Ham- 
burg and from the Bank of France, obtaining $12.- 
500,000 all told from the Continent.” The British 
public was annoyed at having to seek aid and Parlia- 
ment held an investigation. The situation was de- 
scribed by Governor Palmer of the Bank of Eng- 
land,” before a Parliamentary Committee in 1840, 
as follows: 


“J. W. Gilbart, Pressure on the Money Market in 1839, pp. 5-7; 
Banks of Isswe, 1840, pp. 118-22. 

* Note.—The policy of the Bank of England in handling the crisis is 
revealed in the following table, which shows an expansion in English 
bills and exchange of $32,500,000 and a reduction in public securities 
and stock loans of $52,000,000 between July, 1838, and October, 1839. 


BANK OF ENGLAND: LOANS AND INVESTMENTS, 1833-89 


(000s) 
Exchange English Stock Public 
(Including U. S.) bills loans Securities 
1833, May—(Expan- $ 000 $5,000 $ 000 § 97,500 
sion begins) 
1834, October 12,000 12,500 7,500 106,000 
1835, December— 39,000 15,000 15,500 73,000 
(English crisis) 
1836, July—(Ameri- 30,000 _ 17,500 000 101,000 
can panic) (U.S. loans stopped) (Relief to British) Q 
1837, April—(Crisis 8,500 ; 57,500 000 77,500 
relieved) (Relief to U. S.) : 
1837, July—(Trade 17,000 33,000 | 000 86,500 
reaction ) (Liquidation) ; cas 
1838, July—(Crop 7,500 16,500 5,000 91,000 
failure) (Grain imports) (Funds sold) 
1839, October 16,000 40,500 000 44,000 


(Compiled from Report of Parliamentary Committee on Banks of 
Tssue, 1840, App. No. 16, pp. 106-246. ) 
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Question.—To what causes do you attribute the great 
drain of bullion which took place in 1839? 

Answer.—Principally to three causes: the first cause, 
the large amount of American securities that was sold, or 
for which credit had been given in 1838 and to February, 
1839, which increased considerably the amount of bills 
upon London in the Continental markets ; the second 
cause, the unprecedented extent of the purchase of 
foreign corn in almost every Continental port toward the 
end of 1838, and almost through the whole of 1839; and 
the third cause, the doubt existing upon the Continent 
after May and June, 1839, of the ability of the Bank to 
maintain specie payment, the consequence of such appre- 
hension having been the transmission of all long dated 
bills upon this country for immediate discount and return 
of their values, and the withdrawal of monies to a con- 
siderable amount deposited in this country for foreign 
account. (British Accounts and Papers, Banks of Issue, 
1840, pp. 119-20, evidence of J. H. Palmer, Question 
1,362.) 


If the United States could have sold wheat to 
England to relieve her food shortage, a crisis in 
America could have been largely avoided. The wheat 
sales would have offset the slump in cotton sales. 
But there was no wheat to sell. Consequently, the 
English crisis hit America with full force. When the 
Bank of England was compelled to ship gold to the 
Continent in 1839, there was pressure upon America 
to send gold to England. Note the contrast with con- 
ditions during the panic of 1837. In 1837-88 the 
United States gained $18,700,000 in specie, thanks 
to London’s assistance. This helped. But in 1839 
there were net exports of $3,200,000. 
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Movement of Specie, United States 


Year ending Net imports, Net exports, 
Sept. 30 gold & silver gold & silver 
1836 $9,100,000 — 
1837 4,500,000 — 
1838 14,200,000 — 
1839 a $3,200,000 
1840 — 500,000 
1841 — 5,000,000 


With London short of gold, and compelled to 
borrow in Paris, the foreign agent of the Bank of 
the United States, Mr. Jaudon, soon met with diffi- 
culties. The price of cotton declined from 16 cents 
in May, 1839, to 12 cents in August. ‘The banks in 
England were forced to reduce loans secured by cot- 
ton bills. Mr. Jaudon demanded help from Mr. 
Biddle’s cotton agency, declaring: “Life or death 
to the Bank of the United States is the issue.” The 
directors in Philadelphia authorized the cotton agency 
in Liverpool to sell cotton and sustain Mr. Jaudon.” 
This, however, was a financial impossibility. Cotton 
was a drug on the market. In the autumn, Mr. 
Jaudon appealed to the Bank of England for money 
and was offered $1,500,000, but he refused this and 
succeeded in obtaming $4,000,000 from the money 
market.” The funds obtainable in England, how- 
ever, were not sufficient to sustain the Bank of the 
United States, and during August and September 
the Bank in desperation indulged in drawing bills 


” Sumner, Banking, p. 304. 
” Banks of Issue, p. 149. 
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against the house of Hottinguer in Paris despite the 
fact that it had no balance with him. Large amounts 
of these bills were sold in New York and some were 
pledged with Rothschild in London.” 

Having issued bills on Hottinguer which it could 
not meet, it was merely a question of time—of sixty 
or ninety days—until the Bank of the United States 
would be compelled to confess insolvency and _ sus- 
pend payment. In September its notes circulated at 
a heavy discount and the banks of New York and 
Boston hastened to collect from Philadelphia. On 
October 9, 1839, the Bank failed to meet drafts from 
New York. All the other banks in Philadelphia 
were forced to suspend. ‘Those of the South and 
West suspended as fast as the news reached them. 
The New York banks, however, resolved unani- 
mously on October 25 that they would maintain pay- 
ment in coin. ‘To msure the success of this policy, 
they reduced liabilities about $20,000,000 in ninety 
days. ‘The financial leadership of the United States, 
which they had won from Philadelphia in 1838 by a 
similar policy, was clinched. 

The collapse of banking in the South amounted to 
a financial holocaust. For over two years the Bank 
of the United States and the South had attempted to 
check the downward trend of prices in the hope that 
the country would grow up fast enough to enable 
them to redeem depreciated bank notes without de- 
flation. If the California gold discoveries had been 

*% Niles’ Register, vol. 57, pp. 97 and 119; vol. 60, p. 121. 
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made in 1839 instead of 1848, probably they would 
have been successful. The amount of gold and silver 
in the United States in 1839, however, was too small 
to support the bubble of credit inflation, and since the 
South had less gold and more bank notes than it 
~ needed to conduct business on a normal basis, the only 
solution was to reduce debts and retire bank notes 
until the latter would circulate along with gold and 
silver. 

During the entire year 1840, Philadelphia and the 
South continued on a paper basis, hoping for a re- 
covery in the cotton market. ‘This hope was in vain. 
The surplus from the crop of 1839 was the largest in 
history and England failed to recover from her food 
crisis. During 1840 and 1841 Kngland was com- 
pelled to continue foreign purchases of grain at the 
rate of 16,000,000 bushels a year, and the Bank of 
England was unable to recover its gold reserve. 
London discount rates, quoted around 6 per cent, 
reflected the continuing money strain. The Bank of 
the United States was discredited in Europe. Before 
the end of 1841 the stock of this once great financial 
institution declined to $3 a share. This was one of 
the greatest bank failures in history and was bound 
to exert a profound influence upon business condi- 
tions in America. It meant a direct loss of over 
$35,000,000 to Kuropean stockholders and creditors 
and probably other incidental losses. Of the $35,- 
000,000 of capital stock, $6,000,000 was held in New 
York, $2,000,000 in Philadelphia and the rest in 
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Europe. The number of stockholders in foreign 
countries was 1,390, in Pennsylvania 1,481, and in 
other American states, 1,658. 


A Notable Depression 


During 1841-42, the most severe depression since 
1819-20 settled on the country. New York bank 
stocks declined, Dry Dock shares to $15 a share, 
Manhattan to $60, Phoenix to $70, Mechanics to $58, 
and the Chemical to $80. Most of these shares usu- 
ally sold around par. The shares of the Bank of 
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New York and the City Bank, usually well above 
par, fell to around $100. Average prices for seven 
railroads declined $18 a share, the average falling 
below $53 as against $123 in 1835. An average of 
ten insurance stocks touched $68 as against about 
$127 in 1835. 

The depression in the commodity markets was 
equally severe and had more far-reaching effects. 
Iron showed an extreme decline from $70 a ton to 
$25, the range being the high and low for the six 
years, 1835-41. Steel dropped from $105 a ton to 
$58, wool from 50 cents to only 22 cents a pound, and 
cotton from 20 cents to 7 cents in December, 1842, 
and to 5 cents a pound the year following. 


Remedies for Depression 


To relieve individuals in debt after the collapse of 
values in 1840, Congress passed a law in 1841 called 
the Bankrupt Act. It permitted any person to be- 
come free of debt by assigning his property. Sena- 
tor Benton says that 100,000 men manifested a desire 
to take advantage of this Act and rid themselves of 
debt.” It was found, however, that any man who 
availed himself of the Act could obtain no further 
credit, and since it harmed the debtor worse than the 
creditor, it was repealed by Congress in 1843. 

A number of states passed relief acts similar to 
those in effect after 1820. In many cases they proved 


* Sumner, Currency, p. 164. 
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desirable, as they permitted a man to work and pro- 
duce for some time before being compelled to pay his 
debts. ‘They were desirable, because by permitting 
a man to keep his property until prices recovered, 
many productive members of society were prevented 
from being set adrift. In Alabama, however, an 
extension law passed in 1837 proved harmful. Nearly 
everyone in the state owed money to the banks, but it 
was notorious that many corrupt politicians had bor- 
rowed more than they could ever repay, and as a con- 
sequence ordinary members of the community hesi- 
tated to pay their debts when it was certain that the 
leading men of the state would not.” 


Repudiation by States 


Much of the capital for the southern banks had 
been furnished by the states through the sale of state 
bonds. In 1842 the debts for this purpose amounted 
to $20,200,000 in Louisiana, $15,400,000 in Alabama, 
$7,000,000 in Mississippi, $3,900,000 in Florida, 
$2,676,000 in Arkansas, and $2,000,000 in Tennessee. 
Mississippi had obtained $5,000,000 in June, 1838, 
by selling state bonds in England to assist the Union 
Bank, most of which was lost because this bank made 
loans upon cotton at the rate of 10 or 12 cents a 
pound during 1838-39 and then found it impossible 
to collect debts from the planters when cotton de- 
clined to 6 or 8 cents a pound. It was estimated that 

** Sumner, Banking, pp. 320, 372 and 374. 
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this bank collected less than one-third of its loans; 
the bank stock held by the state became worthless.” 
Shortly after these bonds were sold in 1838 for the 
benefit of the Union Bank, Governor McNutt of 
Mississippi had declared that they had been issued in 
an unconstitutional manner and should be repudiated. 
Prominent citizens of Mississippi were using the 
money in various promotions, however, and the State 
Legislature immediately declared that it would be dis- 
honorable to repudiate them. At that time cotton 
was selling around 14 cents a pound and borrowers 
were optimistic. At the time of the elections in 1841, 
however, cotton was selling below 9 cents a pound 
and everywhere property was changing hands owing 
to the impossibility of paying debts. ‘The state was 
in a condition of insolvency owing to the low price of 
cotton. The thought of paying taxes to meet the 
interest on state bonds was a nightmare to people 
already in a condition of economic hopelessness. At 
the 1841 elections, therefore, the people of Mississippi 
voted overwhelmingly in favor of repudiating both 
the principal and interest on these bonds. ‘The Mis- 
sissippi State Legislature in January, 1842, took the 
position that merely the governor, not the democracy 
of the state, had approved the sale of the bonds and 
that to repudiate them was a noble and righteous de- 
fense of liberty and American principles.” It was 


* Sumner, Banking, p. 380. 
* Tbid., p. 383. 
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believed that the majority of the people would rather 
go to war than pay the bonds. 

The attitude of Mississippi found a responsive echo 
from all over the southern states. Repudiation was 
universally discussed. Most states rejected repudi- 


ation ultimately, but Mississippi never honored her 
debt. 


CHAPTER XIV 


GROPING FOR A PANIC-PROOF MONEY SYSTEM 


“Hope springs eternal in the human breast.” Out 
of the slough of despond of 1843 came proposals 
designed to prevent future currency crises. The 
politicians in the United States had their say. The 
lawmakers in England conducted an elaborate inves- 
tigation and adopted “panic-proof” legislation. In 
both countries the legislative principle adopted was 
based upon faith in gold and abhorrence of paper 
money. 

The statutes prepared by the lawmakers did about 
as much harm as good in the long run. ‘Their defects, 
however, were almost immediately offset by a plenti- 
ful supply of gold, for in both countries large num- 
bers of people practised what the politicians preached. 
They made a direct search for gold in the earth’s 
surface when their wages were reduced by the col- 
lapse of the paper money régime. ‘The economic in- 
tuition of the-gold-seekers presently led to discoveries 
in California and Australia, and greatly assisted in 
restoring economic optimism. 

The effect of the gold discoveries we shall discuss 
later on. Here we shall consider the legislative at- 
tempts to insure monetary stability in the Uhited 
States and England. 
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Divorcing the Treasury from the Banks, 1846 


In the United States Congress there was a bitter 
struggle between the ideas of Alexander Hamilton 
and the ideas of Andrew Jackson as to the kind of a 
currency system which would be most beneficial to the 
Government and the people. Alexander Hamilton 
was the father of the central reserve banking idea. 
Andrew Jackson killed the central reserve banking 
system in 1882. He placed his trust in the private 
bankers in the different states, giving them charge 
of the funds of the United States Treasury. As we 
have seen, the private bankers employed these funds 
in speculation and failed to return the money to the 
Government upon demand. This perturbed Jack- 
son. He completely lost faith in the honesty of indi- 
vidual bankers. Proposals for a new federal bank 
he deemed odious. Rather than return to central 
reserve banking, he recommended immediate divorce 
between the United States Treasury and all banks. 
He recommended that the Treasury establish 
branches, or subtreasuries, throughout the country 
to serve as depositaries for all federal revenues. 
With the Treasury’s gold thus safeguarded, the banks 
could operate as wisely or dishonestly as they pleased 
as far as the Government was concerned. 

Jackson’s proposal was very unscientific and had 
great disadvantages, but eventually the Jacksonian 
suggestion was adopted in preference to the Hamil- 
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tonian principle. In August, 1846, Congress estab- 
lished the so-called subtreasury system. 

The Jacksonian idea of collecting all revenues in 
gold or silver and hoarding the cash in the vaults of 
the subtreasuries did not harm business when the 
Government’s budget was well balanced. When rey- 
enues and expenses were equal there was little dis- 
turbance in the money market. During the Mexican 
War, however, the subtreasury system’s operation 
had a curious effect. War was declared in May, 
1846, three months before the Independent Treasury 
Act became law. The bankers did not know what 
to expect. They knew the Government would need 
money and that if war bonds were sold by the Treas- 
ury for gold or silver, all the cash in the banks would 
be withdrawn and turned over to the Government. 

Americans of the present day know that Secretary 
McAdoo in the recent World War borrowed as much 
as ten billion dollars in one year, whereas there was 
little over three billions of gold in the country. It 
would have been absolutely impossible, in 1918, to 
borrow ten billion dollars in one year if investors and 
bankers had been compelled to pay the 'Treasury in 
gold. The Government could not have bought and 
paid for the supplies needed under such a system. 
In 1917 and 1918 Secretary McAdoo merely gave 
orders to the bankers to sell a certain amount of Lib- 
erty Bonds and the transactions between the Treasury 
and the banks were handled by checks and paper cur- 
rency. When the Mexican War broke out in 1846, 
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however, the head of the Treasury was Secretary 
Walker of Mississippi, a disciple of Andrew Jackson, 
and he insisted on carrying out the principle of the 
subtreasury system to the letter. He sold securities 
to obtain funds and compelled the banks and the in- 
vestors to deposit coin in the Treasury in payment 
for the securities. The only reason this crude sub- 
treasury system did not break down in the war was 
that the United States was in no great danger of 
invasion and could carry on the war very leisurely. 
The speed of military operations was subordinated to 
the amount of gold which could be assembled in the 
‘Treasury. 

Meanwhile, bankers, speculators and business pro- 
moters in the United States were afraid to venture 
very heavily into speculative enterprises. The result 
was that while England was going through a specu- 
lative mania during 1846-47, the speculators and 
bankers in the United States marked time. They did 
not increase their loans freely because they were not 
sure of their gold reserves. 

Just what was happening in 1846 may be illustrated 
by figures available in the next decade. The accom- 
panying diagram shows how gold went from the 
banks to the subtreasury in New York City from 
1853 to 1860. The interpretation of this diagram is 
that when business was prosperous there was an in- 
creasing volume of imports and the tariff duties on 
the imports were large. The Government collected 
a large amount of revenue and placed the gold in the 
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subtreasury. During prosperity, then, the Treasury 
would accumulate gold at the expense of the banks, 
as in 1856. It was just this sort of thing which intim- 
idated bankers during 1846-47, and that is a fact to 
remember in discussing how America was affected by 
the English panic of 1847. 


1853 1854 1855 1856 1857 1858 1859 1860 
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The British Parliament’s “Panic-Proof” Legislation 


In one respect the British Parliament agreed with 
Andrew Jackson’s prejudices against bankers. It 
felt that not even the Bank of England could be 
trusted to issue paper money without restriction. 
It believed that previous to the panic of 1837, and 
the crisis of 1839, the banks in England had been 
entirely too reckless in the extension of credit. The 
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proof of this was found in the great losses which fol- 
lowed the crisis of 1839. Not only were there great 
commercial losses, but investors in Europe had lost 
nearly forty million dollars invested in the Bank of 
the United States. 

But what irked the British Government more 
than these serious losses was the fact that London 
had been compeiled to ask financial assistance from 
Paris in 1839. That was because the Bank of Eng- 
land did not have enough gold to pay for all of the 
grain which had to be imported from the Continent 
of Europe to relieve the food shortage in England. 
This borrowing from Paris was humiliating. In 1840 
Parliament decided that something had to be done. 
It instructed special committees to investigate how 
to regulate the banks. Already the issue of bank 
notes had been prohibited within sixty-five miles of 
London except by the Bank of England. After the 
investigation of 1840, Parliament decided to put limi- 
tations upon the issue of paper currency by the “Old 
Lady of Threadneedle Street’’, as the Bank of Eng- 
land was called. Sir Robert Peel was in charge of 
the legislation to restrict the issue of bank currency 
and the Bank Act of 1844 has been commonly known 
as the “Peel Act”. This law provided for the so- 
called “Currency Principle’. The Bank of Eng- 
land should no longer increase its note circulation 
except in direct exchange for gold. The Bank was 
ordered to organize a currency bureau which was to 
have complete charge of the printing and issue of 
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bank notes. The lending department of the Bank 
could not obtain bank notes unless it deposited with 
the currency bureau an equal amount of gold. It was 
forbidden to issue bank notes against the pledge of 
commercial paper, even in a crisis. 

Sir Robert Peel was optimistic regarding the oper- 
ation of this restrictive legislation. He confidently 
predicted that England would never again suffer a 
panic because there would always be plenty of gold 
and never an excessive issue of paper money. 

For three years after the Peel Act of 1844, Eng- 
land enjoyed the biggest business boom in its history. 
One reason was that there was great confidence in 
the Bank of England. Its gold reserve had risen 
tremendously during the period of business depres- 
sion in the year 1843. A good deal of new gold was 
coming from the newly developed mines of Russia, 
a fact not generally appreciated at the time. The 
annual production of the Siberian gold mines had 
increased gradually from $3,000,000 in 1830 to 
$5,000,000 in 1840, and by 1844 it had reached $15,- 
000,000.. The Bank of England increased its gold 
holdings from $20,000,000 in 1840 to $80,000,000 in 
1844; and there was a parallel increase from $43,- 
000,000 to $62,000,000 in the Bank of France and 
from $33,000,000 to $50,000,000 in the banks of the 
United States. With this international strengthen- 
ing of gold reserves in evidence at the time of the 
adoption of the English Bank Act of 1844, the Bank 

1New York Bankers’ Magazine, vol. 4, p. 418. 
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of England repeated its free lending performance of 
1834. Its “private” loans rose from $30,000,000 in 
February, 1844, to $110,000,000 two years later. 

A second reason for commercial and speculative 
activity was the fact that England had reached the 
period of rapid railway development. It was quite 
obvious that railway transportation was to hasten the 
development of wealth in England, and the prospects 
of huge profits from the railways fired the imagina- 
tion not only of investors but of merchants and every 
other class of people. No longer did British invest- 
ors turn to Mexico or South America, where they had 
lost large sums in 1825, or to the United States, 
where heavy losses had been suffered in 1840. Brit- 
ish capital very largely stayed at home for invest- 
ment in British home railways during the period 
1844-47. There was unlimited confidence among 
speculators during the “railway mania”. From 1844 
to 1847 the British public subscribed to about $925,- 
000,000 for railway securities which had been ap- 
proved by Parliament. 


The English Panic of 1847 


In preparing his banking legislation, Sir Robert 
Peel had overlooked the element of human nature. 
It had not occurred to him that the law designed to 
safeguard the gold reserves of the Bank of England 
might destroy public confidence. Certainly he was 
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not prepared for the universal fright and intense 
panic which developed in 1847. 

The panic of 1847 was partly due to fundamental 
weakness in the economic situation. There was a real 
economic crisis in addition to the fear of a currency 
famine by the business public. The chief factor of 
economic weakness was not overinvestment in rail- 
ways. A good deal of capital had been invested in the 
British railways and some of them were not able to 
earn immediately what had been expected of them. 
The more fundamental cause of weakness, however, 
is found in a much more prosaic subject, namely, the 
crops. 

In 1846 not only was the grain harvest deficient 
but the potato crop was a failure. 'The losses of Brit- 
ish crops during 1846-47 were estimated at $240,- 
000,000. Importations of grain into the United 
Kingdom rose from 19,000,000 bushels in 1845 to 
38,000,000 in 1846 and 95,000,000 in 1847... The 
imports of food caused the export of $45,000,000 of 
bullion, of which $37,500,000 was obtained from the 
Bank of England and $7,500,000 from other sources.’ 
The drain upon the Bank of England began in Sep- 
tember, 1846, and was especially severe between 
December, 1846, and April, 1847. The Bank took 
action to check the drain in January, 1847, raising 
the bank rate from 3 to 4 per cent; but when its 


2New York Bankers’ Magazine, vol. 1, p. 576. 
° British Accounts and Papers, 1867, LXIV, p. 657. 
* Report on Commercial Distress, 1848, question 12. 


236 FINANCIAL AND BUSINESS FORECASTING 


reserve continued to decline, falling from $33,000,- 
000 in January to only $12,700,000 on April 10, 
1847, the bank rate was elevated to 5 per cent. At 
this point the drain was stopped and the foreign 
exchanges were favorable to England the rest of the 
year. After April, grain imports were paid for by 
exports of British merchandise to America and the 
Continent.’ 

The crisis did not end with April, 1847, however. 
The Bank strengthened its reserve during the next 
month by reducing its loans and investments $25,- 
000,000, and by thus restricting credit it forced an 
exposure of the weak spots in the situation. Being 
refused credit, merchants hastened to sell. Export 
sales were stimulated; importers reduced purchases. 
During the summer the price of wheat, which had 
reached over $3 a bushel in May, was cut in half, and 
heavy failures occurred in the grain trade. There 
was distress also in the sugar trade and suspension 
among manufacturers exporting to India. For a 
time it seemed that the financial situation had passed 
the crisis. The Bank of England recovered gold and 
confidence was improved during the early summer 
when the Czar of Russia used Siberian gold to buy 
50,000,000 francs of French securities and offered a 
like amount for English funds.’ But the inflation of 


° House of Lords’ Report on Commercial Distress, 1848, pp. 79-80 ; 
evidence of J. H. Palmer, questions 684, 690 and 693. 

°Ibid., p. 94, questions 816, 817 and 818. 

7 Ibid., p- 94. 
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prices and the loans on all kinds of property had been 
so excessive during the two years preceding that no 
merchant or bank was above suspicion when values 
were suddenly depressed in every market by the 
forced selling of failed concerns. Among the fail- 
ures in August was a firm whose senior partner was 
the governor of the Bank of England. In Septem- 
ber bankers connected with the grain and sugar trade 
were embarrassed. In October there were bank fail- 
ures at Manchester and Liverpool, in West England 
and Wales.” Coin and notes were hoarded, and to 
obtain ready money British 3 per cent Consols were 
sold down to 7834 as compared with 94 earlier in the 
year and a price of 100 in 1845. The general distress 
at this point was largely due to the knowledge that 
the Bank of England could not issue note currency, 
even against the best security, the only recourse in ob- 
taining a supply of notes being the sale of property 
at ruinous sacrifice. On October 23, the reserve of 
the Bank of England was scarcely $5,000,000 and 
despite an increase to 8 per cent in the bank rate 
the directors decided that suspension was inevitable, 
as the deposits were nearly $70,000,000 with every 
indication of continued withdrawals. On October 25, 
however, the British Ministry published a_ letter 
authorizing the Bank to issue notes beyond the limits 
of the Bank Act of 1844, and it thereupon discounted 
freely at 9 per cent. The panic quickly subsided. 


10 McLeod, p. 144. 
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Hoarding of gold ceased when it was known that 
bank currency was obtainable.” 


Wall Street Escapes Panic Shock—Railway 
Stocks Hold Steady 


How could Wall Street escape a shock during the 
intense London panic in 1847? It did. While a 
smash in the London stock market brought a halt to 
the railway mania, the New York stock market re- 
mained steady—in fact, railways shares actually rose 
in Wall Street during the summer of 1847. The 
diagram of American railway stocks on page 259 
shows this display of strength. 

The explanation is partly that in 1847 American 
debts to London were unusually small so that Wall 
Street suffered little in making remittances abroad; 
and partly that the English food shortage which 
forced a crisis upon the Bank of England found 
America in possession of a large grain surplus which 
was sold to England for cash. 

This contrast between composure in New York 
and panic in London is a striking example of how a 
panic may have a very different effect in different 
areas. Business men must always be alert to such 
difference as to areas in determining business policy 
during a panic. There are always cross-currents to 
consider. 

For instance, in 1847 American merchants and 

™ McLeod, pp. 144-45. 
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speculators should have noticed that the Mexican 
War and the subtreasury legislation of 1846 had kept 
Wall Street conservative while London was specu- 
lating to excess. American banking capital actually 
decreased from $210,000,000 to $203,000,000 between 
January, 1844, and January, 1847. Then, too, 
American financiers had borrowed very little from 
London just previous to the panic of 1847. British 
investors and manufacturers, still smarting from 
losses in 1840, had avoided loans to America. Some 
British capital was put into New England railways 
—in Massachusetts fully $50,000,000 of local and 
British capital went into factories and railways.” 
But when the panic broke in London in 1847, Amer- 
ica had no weak spots and enjoyed unusual power of 
resistance against outside financial pressure. 

So much for intrinsic soundness. Equally impor- 
tant to consider was the influence of the American 
grain surplus. The governor of the Bank of Eng- 
land testified that fully two-thirds of the gold ex- 
ported from Great Britain between December, 1846, 
and April, 1847, was sent to the United States.” 
This London opinion is corroborated by statistics 
compiled by the United States Treasury, which show 
that food exports amounted to $68,700,000 during 
the twelve months ended June, 1847, whereas the 
average during 1841-45 was only $17,000,000, and 
that the net imports of gold and silver into the United 


1C, K. Hobson, p 116; London Economist, 1848, p. 1,082. 
8 British Accounts and Papers, Commercial Distress, 1848, pp. 80-81. 
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States were $22,200,000, which was about two-thirds 
of what the Bank of England lost. Thus, at the time 
of the panic of 1847, the American money market 
was not only protected from foreign pressure but 
was in a position to withdraw funds from London. 
The New York money market, therefore, went 
smoothly through the period of the panic during the 
last half of 1847 and until the London money mar- 
ket regained its composure early in 1848, 


CHAPTER XV 
A DECADE OF GOLD PLETHORA 


The good luck of America in escaping a shock 
during the panic of 1847 did not prevent fears of a 
depression in 1848. The Walker Tariff of 1846 had 
reduced the high duties in the Tariff of 1842 and 
keen competition with English textile mills was in 
store for New England manufacturers. The Eng- 
lish manufacturers, suffering from the depression, 
were eager to ship their surplus goods to America. 
Imports from Europe were stimulated because the 
Walker Tariff had substituted the less restrictive ad 
valorem duties for the specific rates per ton, or per 
yard, which had featured the Act of 1842. This 
change in tariff duties came in for a good deal of 
criticism in New England as British competition in- 
creased. 'The pessimism in New England was tan- 
gibly reflected in a drastic fall in the prices of mill 
shares. 


Influx of Foreign Capital 


But more good luck was in store for America— 
enough to check industrial reaction and prevent 


1London Economist, 1848, pp. 1,224 and 1,418. 
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serious depression. Political revolutions in France 
and Germany caused wealthy aristocrats in Conti- 
nental Europe to shift investments to United States 
government bonds. The Mexican War had ended 
in February, 1848, and in March the ‘Treasury 
offered federal bonds to the public. Most of them 
were bought by foreign investors. ‘This was the first 
important influx of European capital into the United 
States since the collapse of 1839. It was followed 
by general buying of American railway and munici- 
pal securities by foreign investors. Even state bonds 
enjoyed a reviving market in London, where invest- 
ors had lost interest in English “home railways”. 
American banks, thus relieved of much investment 
financing, were able to accommodate merchants and 
manufacturers quite liberally and a credit crisis in 
1848 was averted. 


California Gold 


Then came the California gold discoveries. Not 
much gold was brought to market in the year 1848. 
It amounted to only $60,000. But gold was there 
and the public was sanguine of future abundance. 
The wonderful accounts received daily through a 
thousand avenues of intelligence gave practical effect 
to a desire to speculate and prices began to rise. 

In 1849 gold production in California was $8,000,- 
000, in 1850 $33,000,000 and in 1851 $55,000,000. 
The bank failures of the preceding decade were for- 
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gotten. There was more gold than was necessary to 
finance commerce. Confidence reigned. Foreign 
capital and foreign labor added to economic revival. 
Immigration amounted to 297,000 in 1849, 310,000 
in 1850 and 379,000 in 1851. 

The movement of immigrants to the West was 
joined by many native Americans. The old settlers 
in the Mississippi Valley began to enjoy a better 
market for their goods. The rush of population dur- 
ing 1849-50, however, did not stop in the Mississippi 
Valley; thousands attempted to cross the Rocky 
Mountains and reach the gold fields in California. 
By July, 1850, 9,720 wagons and 42,000 people had 
registered at Fort Laramie. Large numbers tray- 
eled by other routes. Many of these caravans came 
to grief in the deserts or the mountain regions, but 
as a result of the migration from the Atlantic to the 
Pacific many transportation trails were blazed, and 
numerous trading posts were established. Between 
trading posts, new express and mail delivery com- 
panies began to operate. 

Before 1849 there was no railroad west of the Mis- 
sissippi River. By the first of 1850, a mania for rail- 
roads was sweeping the country. New lines were 
projected in the West and short lines already built in 
the East were rapidly linked together. Municipali- 
ties and counties subscribed to the stock of new 
companies, and conventions were held to provide en- 
couragement to railway builders. In 1850 Congress 
first adopted the policy of making grants of land to 
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assist railroad promoters in extending their oper- 
ations. Lines in New York and Pennsylvania were 
rapidly built and railroads out of Buffalo, Detroit, 
Chicago and St. Louis were extended or newly pro- 
jected. During the three years 1849-51, the total 
railroad mileage of the country increased from 6,000 
to 11,000 miles. New construction was stimulated 
by the lowered iron and steel duties of the Walker 
“free trade” Tariff Act of 1846. Foreign iron came 
in more freely. During 1849-51 iron and steel were 
extremely low. As compared with the prices of 
1846, steel underwent a decline from $80 to $34 a 
ton in New York, and iron from $40 to $20. This 
meant cheap materials to the railroad builder. No 
less important were the increased labor supply on 
account of immigration and the favorable terms at 
which securities could be sold. 

The logic of the situation was reflected in the bull 
market in railroad shares in 1850. The Erie shares 
advanced from 58 to 90, Harlem from 51 to 75, and 
New Haven and Hartford from 105 to 130. The 
average increase of the rails on the New York Stock 
Exchange in 1850 was 35 per cent. During the 
summer of 1850, the better class of American stocks 
and bonds began to find a ready market in London.’ 
British investors recognized that conditions in the 
United States had radically changed in a decade. 
The state securities which, along with bank stocks, 


* Dewey, p. 249. 
* Hunt’s Merchants’ Magazine, vol. 23, p. 318. 
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had fallen into disrepute in the former period, were 
no longer “bundles of lost hopes”. In 1850 the prices 
of Ohio and Kentucky bonds were between 105 and 
110, those of Illinois and Indiana had recovered 
within four years from around 30 to over 80 and 
those of Pennsylvania from around 65 to over 90. 
Louisiana had paid off a large part of her debt in 
London. 

How long could it all last? Some thought the gold 
inflation boom was ending in 1851 when a number of 
overambitious financiers came to grief. The failure 
of two banks in New Jersey was followed by a series 
of failures in and about New York and for a time 
confidence was all but destroyed.’ Money became 
tight and financial distrust prevailed. Before the end 
of 1851 cotton dropped from 14 to 8 cents a pound. 
In London investors once more became skeptical of 
the economic status of America. ‘This was not sur- 
prising. ‘They had never witnessed a gold boom be- 
fore and there was no precedent for judging one. 

The growing pessimism of 1851, however, was 
quickly dispelled in 1852. Gold had been discovered 
in Australia in 1851 and $3,000,000 of it brought to 
market. In 1852 the Australian yield was $54.400,- 
000—only slightly less than the $57,000,000 produced 
in California in the same year. So plentiful was gold 
in 1852 that London banks discounted commercial 
bills at the rate of 1.75 per cent per year. 

Within a year the bullion in the Bank of England 


4‘ TTunt’s Merchants’ Magazine, vol. 25, p. 595. 
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rose from $70,000,000 to $110,000,000. This was 
more than it needed, yet more and more was avail- 
able. During the three years 1852-54 there was a 
total gold output of $165,000,000 in Australia and 
$190,000,000 in California, or $355,000,000 in both. 
The following table shows the continuing heavy pro- 
duction in succeeding years: 


Gold Production 


Victoria, Australia ° California °® 
1850 — $33,000,000 
1851 $ 2,900,000 55,000,000 
1852 54,400,000 57,000,000 
1853 63,000,000 69,000,000 
1854 4'7,800,000 64,000,000 
1855 55,800,000 65,000,000 
1856 59,700,000 70,000,000 
1857 55,200,000 70,000,000 
1858 50,500,000 70,000,000 
1859 45,600,000 70,000,000 


The economic consequences of this new gold over- 
shadowed other factors. ‘The study of politics and 
crops became relatively less important and the study 
of comparative interest rates relatively more impor- 
tant. ‘The bonds issued by American railroads gen- 
erally offered a yield of 7 per cent and since money 
rates in London were scarcely half that figure, 
British investors poured capital into the United 
States, attracted by the high yield. 


* Jevons, Investigations, p. 106. 
* Hunt’s Merchant's Magazine, vol. 45, p. 67. 
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Inflation Bubble of 1853 


How does gold inflation operate? In theory it 
causes prices to rise. In practice the rise in prices 
must be attended by an expansion of bank credit. 
There must be more banks or more capital in old 
banks. In America the existing banks were not pre- 
pared to measure their credit against the rapidly 
rising prices and promoters stepped in to provide new 
credit facilities. ‘To assist real estate speculation in 
the Middle West, new banks were organized by reck- 
less promoters who were inexperienced in banking 
and undisciplined by the dangers encountered in pre- 
vious panics. In such cases, moreover, the bank capi- 
tal subscribed was usually not coin, but the promis- 
sory notes of the shareholders. ‘This was a recurrence 
of the “debit banking” of 1835-36. In the year 1853, 
over 400 new banks were organized in the United 
States, an increase in number of over 50 per cent. 
The total banking capital increased from $208,000,- 
000 to $301,000,000, bank loans from $409,000,000 
to $557,000,000 and the note currency in circulation 
from $146,000,000 to $205,000,000—all this in one 
year. Attending this credit inflation, iron and steel 
prices rose over 100 per cent; raw wool, from 27 cents 
to 44 cents a pound; beef, from $8.50 to $13.00 
per barrel, and leather, from 14 to 25 cents a pound. 
Inflation and extravagance were reflected in the ab- 
normal imports of dry goods and iron and steel dur- 
ing 1852-54, as compared with a few years previous. 
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For instance, in the twelve months ended June, 1854, 
imports of silk were $35,000,000 as against $12,000,- 
000 in 1847; imports of woolens were $32,000,000 
against $11,000,000; cotton goods $34,000,000 against 
$15,000,000; and imports of iron and steel $29,000,- 
000 against $9,000,000. 

The speculation in realty was not confined to the 
newly developing sections in the West. In the cities, 
also, speculators built large numbers of dwelling 
houses with borrowed money and were generally able 
to resell quickly at a handsome profit. 


Good Luck of 1847 Repeated in 1853 


At the end of 1853, trade and banking were over- 
expanded and inflated to a worse extent than at any 
time since the end of 1839. Conditions were vulner- 
able. T'oreign conditions became unfavorable. The 
English harvest was found short in the autumn of 
1853 and Turkey declared war upon Russia on Oc- 
tober 3, 1853. A crisis might naturally have been 
expected in the United States. France and England 
already anticipated entering the Balkan conflict.’ 
And since America had been borrowing heavily for 
several years previous, the prospect of war should 
have caused the supply of British capital to be cut 
off from the United States and such enterprises as 
depended upon foreign capital normally should have 


collapsed for lack of support. As fortune had it, 
* Tooke, History of Prices, vol. 5, p. 808. 
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however, just when the supply of Russian wheat was 
cut off by the war with Turkey, and the English har- 
vest fell short, the wheat crop in the United States 
reached a new high record. From the crop of 1853, 
the exports amounted to 27,000,000 bushels at a price 
averaging nearly $2 a bushel. The large foreign 
credits provided by this export balance safeguarded 
the American speculative position during the winter 
of 1853-54. 

Wall Street was leading a charmed life. There had 
been no serious setback from 1843 to 1853. Profits 
from wheat exports in 1847 had neutralized the Eng- 
lish panic of that year. Exports of government 
bonds had checkmated impending trade reaction in 
1848 and California gold caused a boom in 1849 and 
1850. When the reaction from this boom set in in 
1851, Australian gold checked liquidation and _ re- 
stored boom conditions in 1852 and 1853, 

In this providential decade, and in the following 
ten years, Vanderbilt, Drew, Gould and Fisk turned 
from river-shipping, cattle-droving, surveying and 
huckstering to Wall Street and railroad speculation. 
Jay Cooke in Philadelphia advanced from brokerage 
clerk to railroad financier. Whatever they touched 
yielded a profit. It was difficult to lose. Erie rose 
from 15 in 1843 to 62 in 1849 and to 93 in 1853. 
Harlem rose from 16 to 60 and then to 78. An aver- 
age of eight shares rose from 50 to 107 in this decade 
of good fortune. 

In 1854, however, the captains of speculation 
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were dealt with harshly by European bankers and 
American crops. The latter fell short and the former 
left Wall Street to its own weaknesses when Kurope 
went to war. 


The American Panic, 1854 


In March, 1854, France and England finally de- 
clared war upon Russia, and for the next two years 
American borrowers met with little success in com- 
peting with the English and French Governments in 
the foreign capital markets. Nature conspired with 
European statesmen to bring the American boom to 
a close. Large commodity exports were needed to 
offset the withdrawal of foreign capital. The wheat 
crop, however, was the smallest in four years, leaving 
only a few million bushels for export. The cotton 
crop was delayed in coming to market by an epidemic 
in the vicinity of southern ports. The result was a 
credit crisis among importers owing to difficulty in 
obtaining export bills drawn on Europe during the 
last half of 1854. 

The financial pressure caused a decline in stocks. 
This decline developed into a stock market panic dur- 
ing the autumn of 1854 after large frauds by rail- 
way Officials had been disclosed. 


The Railway Frauds 


The illegal issue of New Haven railroad shares 
was the outstanding fraud of the year. The charter 
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of this company permitted the issue of 30,000 shares. 
But its president, Mr. R. Schuyler, became hard 
pressed for money in connection with outside oper- 
ations and signed and sold illegal shares to provide 
himself with cash without the approval of the board 
of directors or the Connecticut legislature. He and 
his brother operated a railway construction firm with 
headquarters in New York. They contracted to build 
lines in Chicago and Wisconsin territory, receiving 
large advances in the form of stocks and bonds. The 
sale and pledging of these securities did not provide 
enough cash to pay subcontractors. R. Schuyler, 
during 1853-54, illegally issued 19,000 shares of New 
Haven stock to secure the needed money. When the 
Crimean War broke out these shares were held by 
innocent investors or were pledged to secure bank 
loans. But on September 13, 1854, the New Haven 
board of directors ordered that only the original 
30,000 shares permitted by the charter could vote at 
the annual stockholders’ meeting and refused to as- 
sume any obligation for the illegal act of the presi- 
dent. 

A fraud on the New York and Harlem Railroad 
Company by its secretary was also discovered. He 
had illegally issued 8,000 shares. 

The president of the Vermont Central, Mr. Crane, 
confessed to an illegal issue of 11,000 shares, of which 
he redeemed all but 2,000 shares. Mr. Crane was re- 
tained in office. 

It is not surprising that railway stocks were 
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timidly purchased during these exposures. Harlem 
dropped from 78 in 1853 to 27 in December, 1854; 
Erie from 93 to 32. Railway bonds could not be sold 
except at ruinous declines, and construction work 
had to be curtailed. Railway building in 1855 was 
reduced nearly one-half and imports of railway iron 
amounted to only 127,000 tons against 300,000 tons 
annually during 1852-54. Forced economy in the 
consumption of silks and woolens caused imports to 
decline nearly 30 per cent. The spring trade of 1855 
was only two-thirds of the volume of the preceding 
year. 

With trade liquidated and financial weaknesses 
eliminated by the panic, the country was prepared 
for normal progress by the middle of 1855. 


Crimean War and Panic of 1857 


What happens after war? We have seen that a 
boom developed immediately after the Mexican War. 
It was not occasioned by post-war conditions, how- 
ever. Gold production would have caused inflation 
whether there had been a Mexican war or not. 

Much the same thing can be said regarding the 
Crimean War. This war was fought rather leisurely, 
so that the financial resources of France and Eng- 
land were not exhausted. Germany, Austria and the 
United States had exported goods at high prices dur- 
ing 1855 and when the Crimean War ended early 
in 1856 both Germany and the United States pos- 
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sessed a goodly supply of surplus funds. They were 
in a position for financial expansion, and in both 
countries railroad promoters were eager to expand 
their operations. Being in possession of plentiful 
funds, they proceeded to do so. 

In the United States railroad construction rose 
from 1,654 miles in 1855 to 3,642 miles in 1856. The 
vigorous financial expansion is also reflected in bank 
clearings in New York City which increased from 
$5,600,000,000 in 1855 to $7,000,000,000 in 1856 and 
$8,000,000,000 in 1857. ‘The increased spending 
power of the public in the year after the Crimean 
War was directly shown by imports of foreign wool- 
ens and silks which amounted to $98,000,000 in 1856 
as compared with $67,000,000 in 1855. Reckless 
speculation is also indicated in the hazardous ad- 
vances in various commodity prices. Cotton rose 
from 10 cents in 1856 to 15 cents a pound in 1857. 
Tobacco rose from 14 to 21 cents a pound, wool from 
34 to 44 cents a pound and iron from $30 to $38 a ton. 

Business men apparently had lost their bearings 
completely—or rather no one could specify any limi- 
tations on financial expansion and price inflation in 
view of the great increase in gold production. In 
the United States and in Germany and Austria the 
boom was destined to continue until a state of com- 
plete credit exhaustion was reached. 

Students familiar with the principles of the credit 
cycle had plenty of evidence that a panic was im- 
pending in 1857. In fact, before the end of 1856 
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there were signs of financial strain. During the sec- 
ond quarter of 1856 the reserve of the Bank of Eng- 
land fell from $33,000,000 to $13,000,000 in October 
and the bank rate was raised to 7 per cent. In New 
York the discount rates on commercial paper rose to 
15 per cent for the best paper and 24 per cent for 
second-grade names. 


What Became of the Gold? 


The interesting feature was the scarcity of gold in 
the hands of the banks. In 1849 the Bank of France 
had held nearly $100,000,000 of silver but in Jan- 
uary, 1856, its silver amounted to only $17,500,000. 
Quite obviously, silver had taken flight on account of 
the influx of depreciating gold. A contemporary 
issue of the New York Bankers’ Magazine” esti- 
mated that within five years, $135,000,000 of pre- 
cious metals had been sent overland to the East, and 
of this amount $110,000,000 was silver. But this sil- 
ver was not entirely replaced by gold so far as the 
Bank of France was concerned. While this Bank 
had lost over $80,000,000 of silver it had gained only 
$21,000,000 of gold, notwithstanding the fact that 
the French mint during the seven years preceding 
January 1, 1856, had coined $350,000,000 of gold.’ 
The same thing happened in the United States where 
the mint during the same period coined $402,000,000 


®Vol. 11, pp. 198-201. 
*Ibid., p. 199. 
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of gold. Deducting exports of $262,000,000 net, 
the apparent gain within the country was $140,000,- 
000. But almost none of this gain within the country 
was reflected in the banks. After eight years of 
heavy gold production the banks of the United States 
held only $58,000,000 in specie at the end of 1856 as 
compared with $46,000,000 in 1848. Obviously the 
increase in the world’s gold supply was being scat- 
tered over the world in circulation or in the arts and 
was not remaining in the banks.” 

The depletion of bank reserves in 1856 is not ex- 
plained by Gresham’s Law, nor by the quantity 
theory of money. It was a phenomenon of the stage 
of capital exhaustion, or credit overextension, in the 
economic cycle, and is explained by the Law of Loan- 
able Funds. As prices rose, bank loans increased. 
For every ton of goods bought, the buyer was com- 
pelled to remit on an increasing scale, and to settle 
trade balances gold was taken from the banks in 
increasing amounts. 

The boom of 1856 proceeded to a crisis in very nor- 
mal fashion. The crisis was clearly seen in March, 
1857, by the editor of Hunt’s Merchants’ Magazine, 
who pictured the situation as follows: 

Jn this connection an editorial comparison of specie in circulation 


in 1837 and 1854 is interesting. In 1837 about half of the Somer s 
supply was in circulation, but in 1854 nearly three-fourths: 





1837 1854 
Specie in banks $38,000,000 52% $ 60,000,000 25% 
Specie in circulation 35,000,000 48% 181,000,000 75% 
Total $73,000,000 100% $241,000,000 100% 


(London Bankers’ Magazine, vol. 15, p. 292.) 
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There can be no question in regard to the expansion, 
everywhere visible throughout the North and West. The 
speculators in western lands have bought up large tracts, 
then constructed railroads to or through them, to bring 
them into market, and the whole of this upon a system of 
reckless expenditure and baseless credit, peculiar to rash 
speculations the world over. Many very industrious men 
have left profitable employments to embark in these 
enterprises, and are in a fair way to lose the little accu- 
mulations of their former industry. In addition to this, 
a number of importers have brought out large stocks of 
merchandise beyond the ordinary wants of the people, 
and many of these can neither dispose of their imports at 
a profit nor hold them over another season. 

The money markets have been very close in all parts 
of the country. At the South, holders of cotton, cling- 
ing to the advanced rates, have drawn the banks very 
close, and created more or less pressure there, for the 
first time in many months. The West has been much 
crowded, and the “street rates’ have been very high. In 
the Northern Atlantic cities, the banks have found very 
urgent customers to the full extent of their means, and at 
the note brokers capital has been readily taken at 9 and 
12 per cent. 

The stock market has fluctuated more rapidly than 
usual, and with less apparent reason, but the “bears” 
have the advantage in the struggle, and the speculators 
show but little courage. (Hunt’s Merchants’? Magazine, 
vol, 36, p. 455.) 


The Panic of 1857 


In 1857, as long as credit was available, buyers 
were in the market regardless of price. But the de- 
mand for coin to settle trade balances was so intense 
that there was a wild scramble for gold on both sides 


of the Atlantic.” Being hard pressed for gold by 
4 Ibid., vol. 36, p. 721. 
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mercantile customers, the banks eased their burden 
by curtailing stock exchange loans. In Great Brit- 
ain, the Bank of England on May 7 refused to lend 
on government securities. American stocks in Lon- 
don inevitably suffered. 

During the first half of 1857, under the pressure of 
tight money conditions, New York Central declined 
from 94 to 78, Erie from 63 to 27, Michigan Central 
from 96 to 80 and Reading from 88 to 71. Specula- 
tive losses were general, but in the newspapers the 
most discussed were those of the managers of the 
New York branch of the Ohio Life and Trust Com- 
pany. ‘This company had borrowed considerable 
amounts on call in New York and a part of its funds 
in New York had been employed in speculation by 
the local managers. The decline in railway stocks 
rendered it insolvent in the summer of 1857. In ad- 
dition to mismanagement in New York, the home 
office was at fault. Against liabilities of $7,000,000, 
the company had invested $5,000,000 of its assets in 
loans to railroads in the Ohio Valley, so that its posi- 
tion in 1857 when the railroads experienced a crisis 
would have been embarrassing in any event. What 
is of general interest is that it failed on August 24. 
A few days later the Mechanics Bank of New York 
failed.” Immediately, all banks became subject to 
suspicion. All of them suffered losses from the 
slump in stocks. 

A money-hoarding panic resulted. Among the 


22New York Bankers’ Magazine, vol. 12, p. 596. 
% Sumner, Banking, p. 426. 
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banks themselves there was mutual distrust. An eye- 
witness of the situation states that “the banks, not 
the depositors, took the lead in forcing liquidation”.” 
There was a reason for the panic among the bankers, 
however. The banks of New York were prohibited 
by the state constitution from suspending payment 
under any circumstances. In self-protection each 
attempted to strengthen its position by every means 
possible. Incidentally they caused the failure of 
many country banks by insisting upon prompt re- 
demption of the notes of the latter.” ach bank, in 
order to build up its own reserves, cashed all possible 
collection claims at other banks. This cutthroat 
policy caused deposits in the New York banks to de- 
crease from $94,000,000 in August to about $60,000,- 
000 in the middle of October. Loans were reduced 
meanwhile from $122,000,000 to nearly $100,000,000. 
The intensity of the panic among the bankers was re- 
flected in the prices of bank shares, the Bank of New 
York declining from 120 to 70, the American Ex- 
change Bank from 111 to 65, the Bank of Commerce 
from 107 to 78, the Hanover Bank from 96 to 65 and 
the Bank of North America from 108 to 80. The 
average price of the shares of ten well-known banks 
declined ten points. The railroad shares had already 
declined severely during the first half of the year, 
but in the frenzied efforts to reduce loans and accu- 
mulate gold the banks forced nearly all their custom- 


“J. S. Gibbons, The Banks of New York, p. 354. 
* Sumner, Banking, p. 426. 
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ers who had borrowed on railroad stocks to sell out 
at ruinous losses. During the whole year New York 
Central fell from 95 to 50, Erie from 63 to 10, Hud- 
son River from 88 to 14, Michigan Central from 96 
to 82 and Reading from 88 to 31. 

On Friday, the twenty-fifth of September, the 
Bank of Pennsylvania at Philadelphia suspended 
payment and the other banks in that city followed 
shortly. The banks of Baltimore, Washington and 
many interior towns and cities immediately sus- 
pended. The credit facilities usually employed by 
merchants broke down, and at many interior points 
it was impossible to purchase bills for remittance to 
the Atlantic Coast cities even at a 10 per cent pre- 
mium.” 

In the second week of October, sterling exchange 
fell below par and there was no longer any drain of 
gold for export. An immediate restoration of credit 
was possible. Loans could have been increased with 
confidence. The New York bankers were blind to the 
situation, however, and continued their efforts to de- 
stroy each other.” Their drastic efforts to protect 
themselves failed, and all suspended at the beginning 
of business on October 14, except one, the Chemical 


Bank. 

The Chemical Bank was the only one having a 
right to continue transacting business under the state 
constitution. 'The others, however, appealed to the 

* Hunt’s Merchants’ Magazine, vol. 87, p. 582. 


au Capes pp. 359 and 388; New York Bankers’ Magazine, vol. 12, 
p. 598. 
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governor at Albany for some form of legal relief in 
the emergency. The governor refused to take action. 
The judges of the Supreme Court, however, author- 
ized them to continue operations despite the consti- 
tutional provision to the contrary.” They finally 
resumed payment on December 12. 

The Bank of the State of Indiana continued to pay 
cash, and in Ohio, the Government declared that the 
Bank of the State of Ohio and its branches should 
continue to meet obligations in gold and silver, which 
it did successfully.” 


Temporary Insolvency of the Bank of England 


The Bank of England did not experience a crisis 
until a month after the New York banks suspended. 


1% Sumner, Banking, p. 427. 
” Sumner, Banking, p. 4386; Currency, p. 184. 
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During the summer the bank rate had been 51 per 
cent, but in October it was advanced to 8 per cent. 
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Despite the 8 per cent rate, gold went to the Conti- 
nent and eastward and also to New York. In No- 
vember the bank rate was advanced to 10 per cent to 
offset an advance to 9 per cent in the Hamburg rate. 
The Bank of France then advanced its rate to 10 per 
cent. Even this rate did not restore gold reserves 
in England, however. The reserve of the Bank of 
England declined to scarcely $3,000,000 on Novem- 
ber 12. Why? Let us recall that the Bank Act of 
1844 forbade the Bank to issue notes against com- 
mercial paper. English business men could not 
secure pay-roll currency through discounting their 
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paper. It was the panic of 1847 all over again. 
When the reserve of the Bank of England ap- 
proached the vanishing point, the private banks, no 
longer able to secure funds from the Bank of Eng- 
land, were forced to cease lending entirely. Recog- 
nizing the complete breakdown and to relieve the 
situation, the British ministry (November 12) author- 
ized the Bank to disregard the law and lend freely 
at 10 per cent. At this rate it loaned $37,000,000,” 
and by Christmas the crisis was relieved and the rate 
reduced to 8 per cent. 


Heavy Failures 


In the United States failures were reckoned at a 
total of 5,123 with liabilities of $300,000,000." uro- 
pean houses with American connections were affected 
by American failures, as the crisis broke first in the 
United States. Among the prominent failures in 
Great Britain were the Liverpool Borough Bank on 
October 28, involving many firms in Liverpool and 
Manchester, and J. and A. Dennistoun of London, 
Glasgow, Liverpool, New York and New Orleans, 
who failed on November 7 with liabilities of $10,- 
000,000.” The liabilities of all British houses which 
failed during the crisis were estimated at $250,000,- 
000." Every large city in Germany suffered severely, 
not only because of general trade reaction, but be- 

“McLeod, p. 160. 
Sumner, Banking, p. 427. 


“New York Bankers’ Magazine, vol. 12, pp. 600 and 608. 
73 Tbid., vol. 12, p. 872. 
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cause Germany had acquired a considerable share of 
England’s trade and had established close connec- 
tions with Germans who had migrated to America.” 

If there had been a modern federal reserve type of 
central bank in New York, a large proportion of the 
failures could have been avoided. Some failures 
would have been inevitable as the crisis was real and 
of grave proportions. But with federal reserve facili- 
ties available the New York banks could have in- 
creased their loans to all solvent concerns in 1857, 
instead of reducing them, and then maintained credit 
until the public could absorb the surplus stocks of 
merchandise. Under the conditions prevailing this 
would not have been difficult as the abundant gold 
supply tended to maintain the price level. That gold 
was plentiful at that time was evidenced by the ease 
with which the banks on both sides of the Atlantic re- 
stored their specie. In the six cities listed below, 
there was a recovery from $86,000,000 to $218,000,- 
000 within six months after the panic. 


Bank Specie (000’s omitted) 


Oct., 1857 Apr., 1858 July, 1858 Oct., 1858 
London $35,850 $$ 88,627 $ 94,217 $ 96,250 
Paris 35,585 71,780 98,991 119,000 
New York 7,843 32,036 35,328 28,200 
New Orleans 3,230 10,872 10,877 11,300 
Boston 2,563 8,505 9,023 8,600 
Philadelphia 2,071 6,183 6,399 7,200 


Total $86,743 $218,003 $254,855 $270,550 


(New York Bankers’ Magazine, vol. 18, p. 416.) 
* tbid., p. 872. 
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The lesson of the panic of 1857 passed unheeded. 
Nothing was done by Congress to provide a central 
reserve bank. When the Civil War broke out in 1861 
each state had its own system of banking. Even so, 
there was conspicuous economic strength in the 
North and the existing banks were in splendid con- 
dition to finance the heavy expenses of war. For 
three years there had been impressive wealth produc- 
tion without overtrading. But the Ohio politician 
placed at the head of the Treasury was as incompe- 
tent in finance as Congress was negligent in banking 
leg’slation. As a result of the combined ignorance of 
both departments of the Government, there were de- 
vised in the first two years of the war the worst sys- 
tems of currency and banking known to man, which 
not only weakened the country in war but aggravated 
panics and depressions for a generation thereafter. 
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CHAPTER XVI 
CIVIL WAR POLITICS AND FINANCE 


New York and New England played a secondary 
part in determining fiscal policies during the Civil 
War. Salmon P. Chase as Secretary of the Treas- 
ury and Jay Cooke as manager of government bond 
sales campaigns, dominated the revenue policies of 
the Government. 

Mr. Chase, a lawyer of Cincinnati, had served two 
terms as governor of Ohio and had been a prominent 
eandidate for the Republican nomination for Presi- 
dent in 1856 and 1860. He knew little about public 
finance or banking. But despite his lack of qualifi- 
cations for the position of Secretary of the Treasury, 
Abraham Lincoln, for political reasons, asked him to 
accept that position after the elections of 1860. 

While serving as governor in Columbus, Ohio, a 
warm friendship had developed between Chase and 
Henry D. Cooke, editor of the Ohio State Journal. 
The Journal was an influential paper and an impor- 
tant factor in the political fortunes of Mr. Chase. 
Financially, however, the paper was not a success. 


It sustained frequent deficits which were met from 
269 
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the purse of the editor’s brother, Jay Cooke of Phila- 
delphia. Jay Cooke had spent his early years in 
Sandusky, Ohio, and St. Louis, Missouri, but had 
passed his business career in Philadelphia, first as a 
stock brokerage clerk and later as a partner in a suc- 
cessful investment house. Just before the war broke 
out he organized an investment banking house under 
his own name. In March, 1861, when Henry Cooke 
had come on from Ohio to attend the inauguration of 
President Lincoln, Jay Cooke persuaded his brother 
to sell his newspaper in Columbus and open a bank- 
ing house in Washington. This combination of cir- 
cumstances which found Governor Chase in the 
Treasury and Henry D. Cooke in Washington at the 
outbreak of the Civil War explains why Jay Cooke 
& Company became the chief agents of the Govern- 
ment in selling war bonds. 

When the war broke out in the spring of 1861, the 
North was in good shape to finance military expenses. 
The government debt was less than sixty million 
dollars while census reports gave the wealth of the 
North at eleven billion. The federal debt, there- 
fore, was scarcely one-half of 1 per cent of the 
wealth of the states in the North, and the Govern- 
ment enjoyed the exceptional reputation of having 
completely paid off the debts of the War of 1812 in 
two decades after the peace treaty was signed. The 
food situation was good, the crops of 1861-62 being 
more than sufficient for domestic requirements, leav- 

1 Oberholtzer, vol. 1, p. 132. 
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ing a goodly surplus for export.’ The banks of the 
country held large specie reserves. No unhealthy 
speculation had been in evidence since the panic of 
1857. 

Notwithstanding all of these favorable conditions, 
the nation was soon plunged into financial embarrass- 
ment because Secretary Chase and Congress failed 
to meet the emergency with an adequate financial 
policy. In this connection, however, it may be said 
that a short war was generally expected. There was 
overconfidence in the North—“confidence bordering 
upon bravado”. Under these conditions there was 
no general demand for comprehensive war financing. 
Congress was indifferent. This, however, did not 
excuse the man at the head of the Treasury from be- 
ing fully prepared for every emergency. As Secre- 
tary of the Treasury Mr. Chase should have won the 
confidence of the people, and especially of the banks 
and investors, with a well balanced budget providing 
for taxes and the sale of bonds. But there was no 
adequate tax legislation, and a small bond issue in 
the spring of the year was so poorly handled that 6 
per cent securities of the United States Government 
sold as low as 85 to 93. Then came the Act of July 
17, 1861, in which the Treasury was authorized to 
print and issue paper money. Here again, it is pos- 
sible to excuse the Treasury and Congress since the 
country possessed no central reserve bank. The 
paper money of the Government was more conven- 


* Rhodes, vol. 5, p. 201. 
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ient for meeting army pay rolls than the note cur- 
rencies of a multitude of private banks. 

After the battle of Bull Run, July 21, 1861, the 
lack of a federal reserve type of currency led to the 
free printing of paper money. The Union troops 
were routed. It was seen that the war would not be 
a short one. There was an unexpected emergency 
and despite a general prejudice against “legal 
tender” paper, the Treasury decided that the “neces- 
sity of the hour” compelled a free use of greenbacks. 
By the end of 1861 there were $33,000,000 of legal 
tender notes in circulation. 


Mr. Chase and the Banks 


On July 22, 1861, the day after the Battle of Bull 
Run, Jay Cooke persuaded the bankers in Philadel- 
phia to subscribe nearly $5,000,000 to assist the 
Treasury. Mr. Cooke then suggested that Mr. Chase 
should also arrange loans with the banks in New 
York and Boston. The New York banks were loath 
to help. There was danger of a restriction of credit 
to their regular customers. But more serious was 
the fact that under the subtreasury system, any 
money advanced to the Government had to be ad- 
vanced in gold or silver and there was not enough 
specie in all the banks in the country to provide Mr. 
Chase with enough money to finance the war. How- 
ever, a2 compromise was arranged. Congress, by act 
of August 5, permitted the Treasury to redeposit sur- 
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plus funds in the banks instead of keeping them en- 
tirely in the subtreasuries, and the banks arranged 
for a loan of $50,000,000 of which the New York 
banks promised $35,000,000, Boston $10,000,000 and 
Philadelphia $5,000,000. This loan was arranged on 
August, 14, 1861. 

~ At a dinner in Washington, after the loan was 
completed, the bankers congratulated Mr. Chase 
upon getting the money, their sentiments being re- 
flected in the speech of the president of the New 
York Bank of Commerce, who said: 


Mr. Chase, you have now received from the associated 
banks the vast sum of $50,000,000. We all earnestly 
hope that this sum will be sufficient to end the war. We 
wish to notify you that you cannot depend upon further 
aid from the associated banks. . . . Therefore, husband 
the resources under your control for this is all that can 
be expected of us.” 


The bankers apparently had no conception of the 
character of the struggle which had begun. They 
also made the mistake of treating the Treasury much 
as they would a private borrower. In giving their 
support to the Treasury they had promised to loan a 
second $50,000,000 in October and a third $50,000,- 
000 in December. When the armies of the North 
failed to capture Richmond immediately, they were 
naturally concerned. Presently they sent a commit- 
tee to Washington to express their dissatisfaction 
with the manner of conducting the war. In brief, 


3 Oberholtzer, vol. 1, p. 152, quoting from Cooke’s Memoirs. 
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they considered that their loans to the Treasury gave 
them a degree of proprietary authority in advising 
President Lincoln and his Cabinet. Such advice was 
most unwelcome. Secretary Chase, already possessed 
of a hostile attitude toward Wall Street, became 
more antagonistic toward bankers, except for Jay 
Cooke and other personal friends. In view of these 
developments, it is not surprising that Mr. Chase 
conceived the idea of a national banking system pro- 
viding that banks under federal charters should buy 
government bonds and then issue bank note currency 
against such bonds as were pledged with the Treas- 
ury for that purpose. 

By December, 1861, when Mr. Chase prepared his 
annual report, he was convinced that the war could 
not be financed by borrowing from the banks as then 
organized. He was skeptical of bond selling. He 
failed to invent new taxes to provide immediate 
funds. An income tax law voted by Congress was 
not to produce revenue until a year from its enact- 
ment in August, 1861. Consequently, in his annual 
report in December, 1861, he talked primarily about 
financing the war through issues of paper money and 
argued that a bank note currency secured by the 
pledge of government bonds would be better than 
the legal tender currency commonly known as green- 
backs. His position at that time has been described 
by Professor W. G. Sumner as follows: 


If he had been the minister of the Czar, he could not 
have disposed more absolutely of the national resources. 
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All that was needed was a firm, clear, bold policy, show- 
ing that he understood himself and the situation. The 
Treasury report presented no such policy. It did not 
take the lead at all. It discussed government paper dis- 
paragingly, suggested a national banking system tenta- 
tively. It only showed that the nation was drifting into 
financial embarrassments for want of a policy.’ 
Meanwhile the paper money issued between July 
and December had found its way into the banks. The 
economic principle known as Gresham’s law was 
operating. Cheap money was driving out the bet- 
ter morey. People were depositing the paper money 
and taking away gold and silver. Financial strin- 
gency was aggravated by trouble with England in 
connection with the seizure of the Confederate agents, 
Mason and Slidell, who were taken from a British ship 
en route to Europe. Fear of a break with England 
was added to fear of paper money inflation. On the 
last day of the year the New York banks held a con- 
ference and decided to suspend specie payments. On 
the first day of January, 1862, they began conducting 
domestic business entirely with paper money. There- 
upon the Treasury and all the banks in the country, 
except in California, ceased paying creditors in specie. 
With coin no longer obtainable from the banks, 
Mr. Chase decided upon a larger issue of paper 
money. At this point New York bankers recom- 
mended a central bank modeled after the Bank of 
England or the Second Bank of the United States, 
which Andrew Jackson had killed in 1832. In Con- 


* History of American Currency, p. 193. 
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gress, however, a majority were prejudiced against a 
return to a central reserve institution and many were 
opposed to Mr. Chase’s idea of having numerous “na- 
tional banks” issue currency secured by government 
bonds. The latter plan would require time in any 
event. To meet the emergency Congress passed the 
Legal Tender Act of February 26, 1862.’ 

The Act of February, 1862, provided for the issue 
of $150,000,000 of greenbacks. It also authorized 
the sale of $500,000,000 twenty-year 6 per cent bonds 
issuable at market value. The sale of these bonds 
was very slow. There were several unfavorable 
factors. First, the banks were receiving 7.3 per cent 
interest from the three-year notes issued in 1861 and 
were not attracted by the 6 per cent rate. Second, 
the war news was unfavorable and investment confi- 
dence was low. Third, the stock market was deluged 
with American securities returned from Europe. 
There were over $400,000,000 of American railway, 
state and municipal securities abroad and they were 
returned in 1862 “at any price they would fetch”. 
The amount returned in 1862 was between eighty 
and one hundred million dollars and losses to the 


foreign investor ran from 20 to 40 per cent. The 


°It should be noted that the greenbacks issued under this act were 
different from those authorized in July, 1861, in one important respect. 
The paper currency issue of 1861 was legal for payment of customs 
duties at parity with gold and, for that reason, it circulated at gold 
parity. But the greenbacks authorized in 1862 (and 1863) were not 
legal for payment of customs duties and depreciated steadily as their 
issue increased. 

“New York Bankers’ Magazine; vol. 17, p. 573; also Chronicle, July 
1, 1865, p. 6. 
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chief reason for failure to sell the 6 per cent bonds in 
1862, however, was the obstinate refusal of Mr. Chase 
to sell below par. They could have been freely sold 
at a price of 90 or less. The result was that by De- 
cember, 1862, only $23,750,000 of the 6 per cent 
bonds had been sold. 

The $150,000,000 of greenbacks, however, were 
promptly issued. ‘Then, by Act of July 11, 1862, a 
second issue of $150,000,000 was authorized. At the 
end of the year the Treasury was faced with a huge 
deficit and a third greenback issue of $150,000,000 
was authorized by Congress early in 1863. In June, 
1863, after two years of war, there were outstanding 
$388,000,000 of greenbacks as against only $175,- 
000,000 of the twenty-year 6 per cent bonds. 
The other debt items were chiefly $138,000,000 
of the 7.3 per cent three-year notes authorized in 
1861 and $157,000,000 of treasury certificates. 
The latter circulated among the banks as cur- 
rency so that the total paper currency, including 
minor issues, was about $600,000,000. ‘Taxes had 
provided only 11 per cent of the expenses the 
first year and 15 per cent the second year of the 


war. 
Chase’s Ideas on Selling Bonds 


During the last half of 1863, $225,000,000 of 6 
per cent bonds were sold. ‘This successful operation 
was partly attributable to the Union victories at 
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Gettysburg and Vicksburg. Another factor was the 
work of Jay Cooke, who had organized a force of 
2,500 agents for the distribution of the bonds. A 
third factor was the provision in the law which re- 
quired that the 6 per cent interest should be paid in 
gold. When the bonds were first offered in 1862, the 
greenback dollar was worth 98 cents in gold. But 
by the end of 1862 the paper dollar had declined to 
76 cents and during 1863 it averaged between 67 and 
70 cents in gold. A man who received $60 in gold 
on a $1,000 bond purchased with paper money ob- 
tained a virtual yield of nearly 9 per cent, al- 
beit Secretary Chase seemed to think he was selling 
a 6 per cent bond at par. European investors be- 
came interested in the bonds after the Union victories 
of Gettysburg and Vicksburg in July, 1863. They 
could buy a $1,000 bond for less than $700 in gold 
and thus receive a direct interest return of nearly 
9 per cent, the same as the American investor. 
But in addition, the European investor was in a posi- 
tion to profit from the increase in the gold value of 
the greenback which was expected after the war. For 
instance, it was expected that a bond worth $700 in 
gold in 1863 might become worth at least $900 within 
three or four years after the war. Thus, in addition 
to receiving 9 per cent on the bond direct, he received 
an average of 5 or 6 per cent per year from the 
recovery in the gold value of the bond, making a 
total yield of 14 or 15 per cent over a period of five 
years. 


CIVIL WAR POLITICS AND FINANCE = 279 


Mr. Chase, however, thought his success in selling 
bonds was primarily due to the large quantity of 
greenbacks in circulation. He attributed the failure 
to sell bonds in 1862 to a lack of circulating currency. 
Now that there was an abundant paper money cir- 
culation he felt that the problem of selling bonds was 
completely mastered. In 1864, he determined to 
offer forty-year bonds at an interest rate of 5 per 
cent. ‘This was a serious blunder. These bonds 
might be attractive to Kuropean investors, regard- 
less of the 5 per cent rate, in view of the fact that 
the gold value of the greenback dollar fell below 60 
cents in 1864, but American investors were plenti- 
fully supplied with 6 per cent bonds and refused 
to buy large quantities of the 5 per cent issues. 
Moreover, farsighted merchants and capitalists re- 
flected that if money were to depreciate much further, 
sound business policy would require the disposal of 
bonds and depreciating paper money and the pur- 
chase of commodities, land and speculative stocks. 
When gold reached a price of 170 in March, 1864, 
the shares of Erie railway were quoted at 126 as com- 
pared with 65 in 1862; Hudson River shares were 162 
as compared with 79. Stocks fluctuated from 5 to 
40 points a day. There was wild speculation in gold, 
silver and coal mining companies and promoters pro- 
fessing to own properties in Canada, Nevada, Colo- 
rado, Idaho or Nova Scotia formed new companies 
to supply the mania for stocks. 

Currency inflation also changed the moral tone of 
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the people. During the first year of the war times 
were hard. Business failures were heavy. ‘The wear- 
ing of plain clothes became a fashion. ‘There was 
economy and simple living.’ Social clubs and festive 
entertainments were discontinued. The inflation of 
1864 changed all this. ‘There were profiteers every- 
where. New England was “fat, rich and cosey”. In 
western Pennsylvania there were the new-rich 
“petroleum” people. In the West the use of laces 
and jewels and sumptuous living were unprecedented. 
In Washington dinners, theaters, dancing and gayety 
became epidemic. Social morals were lowered. 
There was flagrant corruption among politicians and 
contractors. So many army contractors added to 
their profits by using inferior materials that the new- 
rich generally were classed as “‘shoddy”. 

The evil effects of currency inflation did not escape 
the notice of the Treasury. Mr. Chase, however, was 
such a stubborn political fighter and so infatuated 
with the currency inflation theory of selling bonds 
that he defiantly declared: 


It required the printing and paying out of $400,000,000 
of greenbacks before the 20-year 6% bonds could be 
floated at par, and it may require the circulation of 
$700,000,000 before the people will be induced to take 
the 5% bonds in order to get rid of the surplus circula- 
tion that may accumulate in their hands. 


His idea was to give the people more money than 


7 Rhodes, vol. 5, p. 190. 
® Ibid., vol. 5, p. 208-210. 
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they could spend and compel them to invest it in gov- 
ernment bonds. Under these conditions it was not 
surprising that speculators began to advance the 
price of gold. It rose rapidly from 150 to as high as 
189 in April, 1864. At this point, Mr. Jay Cooke 
persuaded Secretary Chase to permit him to go to 
New York and sell treasury gold in order to beat 
down the price. In the third week of April he 
secretly employed David Crawford, of Clark, Dodge 
& Company, to sell $7,000,000 of gold, which forced 
the price Gown from 189 to 160.’ 

Mr. Cooke thereupon desisted on the ground that 
further deflation would seriously injure the mercan- 
tile classes. He was chiefly interested in destroying 
the courage of speculators. As far as the stock mar- 
ket was concerned he was decisively successful. 
Hudson River shares dropped immediately from 164 
to 120; Reading from 165 to 125; Illinois Central 
from 152 to 115; and Harlem from 235 to 130. ‘The 
stock market bubble was permanently pricked. 
Speculation in gold, however, had to continue in con- 
nection with the settlement of international obliga- 
tions. This was something which Mr. Chase and 
Congress did not understand, and when the price of 
gold again turned upward they sought to frame legis- 
lation to prevent future depreciation of the currency. 
They thought the advance in the price of gold was 
due entirely to buying and selling the metal for 
future delivery. Accordingly, on June 17, Congress 


® Oberholtzer, vol. 1, p. 403. 
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passed the Gold Bill, which prohibited the selling of 
gold futures and restricted foreign exchange sales to 
a period of ten days. There was a mad rush to buy 
gold and the price jumped from 195 to 250 in eleven 
days. The greenback dollar was now worth 40 cents 
in gold. 

At the end of June Mr. Chase sent in his resigna- 
tion to President Lincoln, and it was accepted. On 
the first day of July, the price of gold ran up to 285. 
At this price, the greenback was worth only 35 cents. 

As soon as Mr. Chase resigned, President Lincoln 
offered the position to Mr. Tod of Ohio, who, how- 
ever, refused to accept and fortunately, because he 
knew little of finance. Senator Fessenden of Maine 
was then chosen, and since he had no prejudice against 
bankers and was experienced in fiscal legislation, 
there was immediate confidence that sound financial 
policies would prevail. The price of gold dropped 
from 285 to around 200. 


Winding Up the War 


Secretary Fessenden was called upon to raise a bil- 
lion dollars to finance the last year of the war. It 
was a huge financial problem, but relatively easier 
than raising a smaller amount the first year. 

Assured victory begat confidence. European in- 
vestors bought American war bonds by the million. 
The Germans were the heaviest buyers. English in- 
vestors had been the largest buyers of American 
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railway securities before the war but the natural sym- 
pathy of British capitalists with the cotton-growing 
South led them to subscribe freely to bond issues 
from the southern states and kept the London money 
market from financing the Union Treasury in Wash- 
ington during the war. In France, the Emperor 
Napoleon III had sponsored the conquest of Mexico 
by the Austrian Archduke Maximilian, and since the 
Government at Washington had protested against 
this invasion of Mexico, French investors were more 
concerned with the prospect of a war between 
Napoleon and the United States than with the specu- 
lative inducements of American 6 per cent war 
bonds. Germany, however, was not yet the Empire 
of Kaiser Wilhelm II but a group of disunited states 
with provincial economic interests. The German 
people were more interested in the war news from 
the numerous German immigrants who had settled 
in America than in the imperialistic expansion which 
was being planned in Berlin. In 1864 the war news 
which reached Frankfort and Munich was favorable. 
German investors began buying American 6 per 
cent bonds in large quantities. In February and 
March, 1865, upon receipt of favorable news from 
Washington, German speculators bought so heavily 
that the “five-twenties” actually reached a price in 
Germany 8 to 10 per cent above the gold price in 
New York.” By April, 1866, $200,000,000 of United 
States government securities had gone to Germany.” 


1 Oberholtzer, vol. 1, p. 515. 
1 Chronicle, April 4, 1866, p. 450. 
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Meanwhile British investors had bought over $100,- 
000,000. The total government securities in Kurope 
in 1866 were estimated by the Treasury at $350,000,- 
000 paper value, which had cost Kurope $175,000,000 
in gold.” 

During the last year of the war the Treasury was 
also helped by an increased buying of bonds by the 
newly created national banks. ‘This new system of 
banks, fathered by Secretary Chase, had been author- 
ized by Act of February 25, 1863. This Act per- 
mitted national banks to deposit United States bonds 
with the Treasury and issue note currency equal to 
90 per cent of their market value, not to exceed 90 
per cent of par value nor $300,000,000 in the aggre- 
gate. The system developed slowly. It did not imme- 
diately provide a market for the bonds. In October, 
1863, only $4,000,000 of the bonds had been depos- 
ited with the Treasury. On June 3, 1864, however, 
an amendment made it easier for state banks to ac- 
quire national bank charters and on March 8, 1865, 
Congress imposed a tax of 10 per cent on the note 
currencies of the state banks to induce them to enter 

“In addition to federal bonds the Treasury estimated that there were 


$250,000,000 of other securities abroad in 1866, making the total foreign 
debt $600,000,000 as follows: 


Cost to Europe 
Held in Europe, 1866 Paper value in gold 
United States gov’t. bonds $350,000,000 $175,000,000 
State, municipals, ete. 150,000,000 
Railway stocks 49,000,000 174,000,000 
Railway bonds 51,000,000 


$600,000,000 $34.9,000,000 
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the new system. Although this act did not take effect 
until July 1, 1866, and did not drive local currencies 
into retirement until after the war, it stimulated the 
growth of the new system meanwhile. The total of 
United States bonds held by the national banks in 
October, 1864, was only $108,000,000. Two years 
later the amount was $440,000,000, of which $332,- 
000,000 was to secure note circulation. 


The Problems of Peace 


Demobilization, deflation and resumption of specie 
payments were the economic problems of 1865. 

By virtue of heavy bond sales at home and in 
Europe, the Treasury was able to curtail stop-gap 
methods of finance during the winter of 1864-65. 
Real deflation could not begin until the army was 
disbanded, since expenses still ran above taxes up to 
the close of the war. The demobilization, however, 
was rapid. On May 1, 1865, over a million men were 
in the ranks. By August 7, 640,000 men had been 
mustered out. Between May 1 and November 15, 
fully 800,000 were changed from soldiers to civilians.” 
Army pay rolls and purchases of war supplies 
promptly declined. Gradually the government debt 
decreased from the maximum of three billion dollars 
reached in April, 1865. 

The Treasury was now in a position to retire the 
several kinds of treasury certificates and notes, both 


8 Rhodes, vol. 5, p. 185. 
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interest-bearing and noninterest-bearing, which were 
being used as currency in commercial channels. The 
retirement of compound interest notes and treasury 
certificates simultaneously with the decrease in the 
demand for war supplies caused prices to drop 
sharply in 1865. This development was naturally 
expected and caused no surprise. Toward the end of 
1865, however, business men and farmers alike began 
to wake up to the fact that there was an important 
difference between the legal tender United States 
notes, known as “greenbacks”, and the other kinds of 
treasury paper which had been used as currency. 
These greenbacks were the only kind of paper money 
which could be included in the “legal reserve” of the 
national banks. The country’s supply of gold had 
been largely driven to Europe during the war and 
most of the silver had taken flight to Canada as early 
as 1862. If these greenbacks were retired, the na- 
tional banks would have nothing left as legal reserve 
except a handful of gold and silver, the supply of 
which was barely equal to the minimum needed for 
remittance in settling foreign balances. The amount 
of specie was entirely inadequate to support the exist- 
ing aggregate of loans and deposits in the banks. If 
the greenbacks were retired there would have to be a 
sharp reduction of loans all over the country. Prices 
would decline and production would be curtailed. 
Merchants would suffer losses on their inventories 
and farmers would see land values decline toward 
the point of mortgage foreclosure. 
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The importance of greenbacks in the legal bank 
reserves began to dawn upon the public mind imme- 
diately after the war. There developed the “Ohio 
idea”, which advocated maintaining greenbacks at the 
$400,000,000 maximum specified by Congress in war 
time and also the payment of the 5-20 bonds in 
greenbacks instead of gold. To explain clearly the 
growing public concern regarding the greenbacks, 
we must illustrate the operation of the legal provis- 
ions for bank reserves. The Bank Act required the 
national banks to maintain a reserve equal to from 
15 to 25 per cent of their deposits. ‘This reserve 
could be in specie or greenbacks, or both. If a million 
of greenbacks were added to the reserves of the banks, 
their loans could be increased by upwards of three 
million. Reversely, if a million of greenbacks were 
withdrawn from reserves, a decrease of several million 
in deposits and loans would be legally imperative. 

The rigid law regarding bank reserve requirements 
was likely to work havoe with trade and finance. It 
was even possible that speculators and bankers could 
withdraw a few million greenbacks from the banks in 
Wall Street and precipitate a general smash in stock 
market prices. In fact, during the decade following 
the Civil War, there were frequent rumors in the 
newspapers that greenbacks were being “locked up” 
to assist pernicious operations of bearish speculators. 
In some years a decrease in the lawful reserves was 
occasioned by transfers of greenbacks to the West 
during the crop-moving season, and the effect in Wall 
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Street was the same as if greenbacks had been 
locked up. 

The unsoundness of this feature of the national 
banking system was not fully appreciated by the gen- 
eral public in 1865. This is easily explained. ‘The 
system had been slow in developing and during the 
entire year 1865, the national banks were able to 
increase their loans rapidly. ‘The available supply of 
greenbacks exceeded current legal reserve require- 
ments at the beginning of 1865. During that year 
the banks could legally expand credit on the basis 
of greenback reserves just as easily as if there had 
been a tremendous influx of gold into the country. 
On September 1, 1865, there were $433,000,000 of 
the legal tender notes outstanding and over half of 
them were promptly used as the foundation of the 
country’s bank credit. This expansion of credit 
did much to stimulate trade during the first year of 
peace. 

The fact that loans were so easily increased prob- 
ably explains why there was little objection to the 
policy which the Secretary of the Treasury, Hugh 
McCulloch, announced in a speech made at Fort 
Wayne in October, 1865. In this speech he said: 


Now that the war has ceased and the Government 
ought not longer to be a borrower, this currency should 
be brought up to the specie standard and I see no way of 
doing this but by withdrawing a portion of it (the green- 
back issue) from circulation. 


Two months later, in his first report to Congress 
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he recommended this policy, and the House of Rep- 
resentatives on December 18, 1865, adopted a reso- 
lution by vote of 144 to 6 expressing its concurrence 
and pledging its codperative action. ‘Then four 
months later Congress put this policy into effect by 
the Act of April 12, 1866. The legal maximum of 
greenbacks during the war period was 400 million 
dollars, so that any notes in excess of this amount 
issued during the war emergency were automatically 
retired under the previous law. The Act of April, 
1866, stipulated that the Secretary of the Treasury 
should decrease the total amount of greenbacks from 
400 million to 390 million dollars during a period of 
six months and then retire four million dollars 
monthly thereafter. Secretary McCulloch promptly 
set about to retire the greenbacks according to the 
law. 

Scarcely had Congress completed its legislation 
and placed the regulation of the currency in the hands 
of Mr. McCulloch, however, when the increase in 
loans of the national banks came to a halt. So lib- 
erally had these banks made loans in 1865 that they 
had literally reached the end of their tether early in 
1866; and with the amount of greenbacks available 
for legal reserve decreasing under the law, there was 
danger that loans would have to be actually decreased 
unless the banks could accumulate gold to replace 
the vanishing supply of greenbacks. ‘This avenue of 
relief was cut off by the violent banking panic in 
London in May, 1866. 
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The English Panic of 1866 


For decades after the panic of 1866, May 11 of 
that year was referred to as “Black Friday”, because 
on that day the maximum intensity of fright and 
panic was reached following the failure of Overend, 
Gurney & Company. It would be superficial, how- 
ever, to say that the failure of this financial house 
was the cause of the panic of 1866. The fundamental 
causes of the panic lay deeper. There had been four 
years of rapid inflation and unhealthy financial pro- 
motion. The Joint Stock Companies’ Act passed 
by Parliament in 1862 was partly responsible. It 
provided that corporations could be formed with the 
privilege of “limited lability”. 

This limited lability act greatly stimulated the 
promotion of new enterprises. Between 1863 and 
1866, 3,480 new companies were formed. ‘The nomi- 
nal capital of these new companies amounted to 
nearly two billion dollars. In the year 1863, 28 new 
banks came into existence. By the summer of 1864, 
41 new banks had been organized under the limited 
liability law, and the supply of acceptances from 
these new institutions flooded the money market. The 
Bank of England increased its discount rate to 9 
per cent in September, 1864, in order to stabilize 
financial conditions, and this caused temporary un- 
easiness, especially with the price of cotton declining 
in anticipation of the end of the Civil War in Amer- 
ica. However, with continued credit inflation in the 
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United States, there was little drain on the London 
money market, so that the action of the bank did not 
precipitate a panic. A sustaining factor was the con- 
tinued large production of gold in Australia and also 
the fact that most of the gold from California was 
going steadily to England instead of to New York, 
Philadelphia and other Atlantic ports in the United 
States. This movement of California gold away from 
the depreciated greenbacks in America to the gold 
market abroad is shown clearly in the following table: 


California’s Gold Exports 


To Atlantic Ports, U.S. To England 
1859 $40,000,000 $ 4,000,000 
1860 36,000,000 38,000,000 
1861 53,000,000 4,000,000 
1862 26,000,000 138,000,000 
1863 10,000,000 28,000,000 
1864 13,000,000 34,000,000 


London Economist, 1872, March 16, Review, p. 72 


After the credit scare of 1864, the financial 
promoters in England got “second wind” and in 1865 
more new companies were formed. One of these was 
Overend, Gurney & Company, Ltd., which had been 
a partnership of bill-brokers until 1865, when they 
were incorporated. Within nine months this com- 
pany discounted nearly $300,000,000 of bills on a 
paid-up capital of $7,500,000. Some idea of the 
financial expansion of this period is shown by the 
total foreign trade of Great Britain which increased 
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from $1,824,000,000 in 1860 to $2,384,000,000 in 
1865 and $2,600,000,000 in 1866. 

Early in 1866, however, many contractors and 
bankers began to experience difficulty in meeting 
their obligations. Despite the abundance of gold, 
they had reached a point where excessive credit lia- 
bilities were out of proportion to their gold reserves. 
A number of failures occurred in London and Liver- 
pool in April. In May, the Bank of England in- 
creased its discount rate from 6 per cent to 10 per 
cent. In any event, the crisis had reached the burst- 
ing point so that some degree of panic was bound to 
develop. The factor which determined the actual 
time of universal panic was a court decision on May 
9, 1866, to the effect that bills endorsed by the Mid- 
Wales Railway Company and held by Overend, 
Gurney & Company were invalid. Naturally, there 
was suspicion regarding the affairs of Overend, Gur- 
ney & Company. A special committee investigated 
their assets and reported unfavorably. On May 10, 
the quotations for their shares declined 10 per cent, 
and the firm announced suspension with liabilities of 
$50,000,000. The next day there was a wild rush to 
convert securities into cash and security prices col- 
lapsed. More banks suspended and business failures 
were numerous. ‘The crisis was intensified by the 
presentation of bills on England from the Continent, 
requiring the remittance of gold abroad. The note 
reserve of the Bank of England declined to a scant 
few millions. 
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The Bank of England has been frequently criti- 
cized for not extending credit and saving the situation 
to some extent. It may be said for the Bank, how- 
ever, that while its reserve was decreasing from $36,- 
000,000 to only $6,000,000 during the six-month 
period before the panic, it had expanded its loans 
fully 50 per cent. Moreover, many of the railway 
securities held by contractors and new banks were 
based upon new construction and were of uncertain 
value. The liabilities of insolvent companies were 
too large for the Bank of England to take over 
single-handed, and there were not enough chartered 
banks free from suspicion to codperate in saving the 
situation. Then, too, the Bank was handicapped by 
the Bank Act of 1844, which prevented it from issu- 
ing circulating notes except against gold. The hands 
of the Bank were tied by this statute. This was rec- 
ognized by the Treasury, which promptly authorized 
the Bank of England to disregard the law and issue 
bank notes in excess of legal limitations. 

Three days after this action of the Treasury bill- 
brokers began discounting with confidence. The 
severity of the crisis, however, was indicated by the 
fact that the Bank of England had to maintain a 10 
per cent rate for three months, before the money 
market position was strengthened and the foreign 
exchanges turned in favor of England. Eventually 
the 10 per cent bank rate and the general deflation 
of credit curtailed merchandise imports and stimu- 
lated exports until plentiful gold came in from 
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France and America. This drawing of gold from 
America, however, had serious consequences for trade 
in the United States and presently affected legisla- 
tion in the American Congress. 


Business Depression and Political Discontent 


If the English panic had occurred several months 
earlier, it is doubtful whether the American Congress 
would have enacted the Contraction Law providing 
for the retirement of the greenbacks. As it hap- 
pened, however, the American money market lost 
practically no gold while Congress discussed deflation 
between December, 1865, and April, 1866. Just four 
weeks after Congress adopted the Contraction Law, 
however, the English panic occurred and the drain on 
American gold reserves began. The United States 
exported $39,500,000 in gold during May and June, 
1866, whereas in April the outgo was less than a 
million. 

This is shown in the following table: 


Gold Exports from United States in 1866 


January $ 2,546,000.00 
February 1,787,000.00 
March 1,035,000.00 
April 554,000.00 
May 23,833,000.00 
June 15,736,000.00 


Financial Chronicle, July 7, 1866, pp. 3 and 4. 
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The loss of this gold was the first shock the United 
States had experienced under the National Bank Act 
of 1863. For three years, there had been nothing 
but a steady increase in loans with favorable effect 
upon trade activity. Now, however, loans had to be 
curtailed. The country was placed in a financial 
strait-jacket by the rigid requirements of the law 
relative to reserves held against deposits. The restric- 
tion of credit put the New York stock market under 
pressure from the spring of 1866 until the summer 
of 1867. Commodity prices sagged lower and mer- 
chants suffered losses on inventories. The trade de- 
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pression caused political discontent everywhere. ‘The 
public changed votes to the Democratic party in large 
numbers. Republican leaders demanded that the 
party repeal the law governing the retirement of the 
greenbacks. In the fall elections of 1867, Pennsyl- 
rania went Democratic by a small majority. In 
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Ohio, the Republicans elected a governor by only a 
3,000 majority and a Democratic legislature was 
chosen. New York went Democratic by nearly 48,- 
000. John Sherman and other Republican leaders 
even feared that the Democratic party might elect 
a president in 1868." 

Prominent among the champions of political dis- 
content was George H. Pendleton of Ohio, who won 
farmers and shopkeepers alike to the Democratic 
party by his advocacy of the “Ohio idea”. He pro- 
tested that most of the government bonds were held 
in the East or in Europe and had to be paid in coin, 
whereas the people of Ohio had to do business in 
greenbacks, and argued that there should be “the 
same currency for the bondholder and the plow- 
holder’. The “Ohio idea” was to pay the principal 
of the 5-20 bonds of the Government in greenbacks, 
then circulating at a discount of 30 per cent, instead 
of in coin. There were about $1,600,000,000 of these 
bonds, or securities convertible into them, outstand- 
ing, of which nearly one-third were redeemable in 
1867 and most of the balance within five years. This 
presented a formidable problem for the American 
taxpayer. While business had been good, there was 
little objection to assuming obligations. During the 
business depression of 1867, however, there was a de- 
mand for three things: 


1. To stop the retirement of greenbacks at the rate of 
$4,000,000 a month. 
* Rhodes, History of the United States, vol. 6, p. 93. 
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2. To pass a law making the government debts payable 
in greenbacks instead of coin. 

3. To issue more greenbacks in order to cause prices to 
rise and to ease the problem of paying debts. 


Kiven Senator Sherman of Ohio, the Republican 
leader, although personally in favor of sound finance, 
was influenced by the discontent of the voters to 
change his mind regarding the retirement of the 
greenbacks. “Wait till the country grows up”, he 
argued. He admitted that the supply of greenbacks 
was excessive, temporarily, but the growth of trade 
would eventually absorb the paper money and permit 
gold to circulate along with it. When Congress met 
in December, 1867, the House promptly passed a bill 
suspending further retirement of currency and the 
Senate voted favorably on January 15, 1868. ‘The 
bill became law February 4, 1868. At that time 
Secretary McCulloch had reduced the greenback cir- 
culation from the former maximum of 400 million to 
356 million. Other inflation measures were rejected 
by Congress. 

An important factor in the subsidence of radical 
legislation was the gradual improvement in business 
conditions. Even before Congress finished debating 
inflation, the Bank of England had accumulated a 
tremendous gold reserve, marking complete recovery 
from the panic of 1866. In 1868 this was supple- 
mented by a record wheat crop in England so that the 
investment center of the world in London was certain 
of plentiful money for some time ahead. This foreign 
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investment situation not only facilitated the efforts of 
the American Treasury to meet its financial obliga- 
tions, but also aided the construction of railroads 
and the sale of American railroad securities. It pre- 
saged the railway boom of 1869-73. 


CHAPTER XVII 


MONEY KINGS OF THE RAILWAY AGE 


Cornelius Vanderbilt and Daniel Drew were the 
two most prominent money kings in Wall Street at 
the close of the Civil War. Both had accumulated 
large fortunes operating ships on the Hudson River 
before entering the railway field. There was a sharp 
difference, however, in the manner in which they 
applied their fortunes to railway finance. Vander- 
bilt became the active head of railway lines, just as 
he had built and operated ships. Daniel Drew did 
not care for the responsibility of operating railways, 
preferring to remain in Wall Street and speculate on 
information acquired as a member of boards of direc- 
tors, just as he had bought and sold ships for specu- 
lative profit. 

Vanderbilt was born in 1794, of poor parents, his 
father earning a living by ferrying passengers by sail- 
boat between New York City and Staten Island. At 
the age of twelve, Cornelius started in the ferrying 
business. Some years later, he built schooners of his 
own and engaged in the coastwise trade. His wife 
helped to increase the family revenue by conducting a 
tavern in New Brunswick, their home. After Robert 
Fulton’s steamboat proved a success, Cornelius saw 


that his sailboats were doomed and sold them, taking 
299 
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a position as captain on a ferry. By 1829, at the age 
of thirty-five, he had accumulated a capital of about 
$30,000. He decided to turn to steamboat building. 
He secured dock privileges from the New York City 
Common Council and sought hard to keep out com- 
petitors. At the age of forty, he had a fortune of 
$500,000 and 100 vessels afloat. The outbreak of the 
Civil War in 1861 gave him an opportunity to sell 
his ships to the Government at a good profit. A 
millionaire now, he turned to railroading. 

Daniel Drew was born on an upstate New York 
farm in 1797, being three years younger than Cor- 
nelius Vanderbilt. After serving in the War of 1812, 
he became a cattle dealer in the Hudson River terri- 
tory. In 1829, he established himself in New York 
City and engaged in vast transactions involving the 
purchase of thousands of cattle in Ohio and Kentucky 
for the New York market. In 1824, he invested in 
steamboats on the Hudson River and by 1845 became 
the chief rival of Vanderbilt in the New York-to- 
Albany river transportation. 

In 1850, Drew and Vanderbilt joined in the pur- 
chase of the Boston and Stonington Railroad and 
put boats on Long Island Sound to connect the rail- 
road with New York City. Thereafter, Drew and 
Vanderbilt frequently employed steamboat profits for 
Wall Street operations in railways. Both of them 
benefited tremendously from the great price inflation 
which followed the gold discoveries in California and 


Australia. This price inflation helped them to accu- 
mulate fortunes. In 1854, Drew owned enough Erie 
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shares to become a director and he was also elected 
treasurer. 
Erie and Daniel Drew 


On August 31, 1854, during the panic of that year, 
he indorsed an Erie obligation for nearly a mil- 
lion dollars and took a mortgage on some Erie prop- 
erty as security. Again in 1857, Erie borrowed $1,- 
500,000 from Drew. During the panic of 1857, he 
sold short on Erie stock advantageously, thanks to his 
knowledge of conditions as treasurer of the road. 
However, this stock market position against Erie and 
his continuation in the control of certain Hudson 
River steamboats which he operated to the disadvan- 
tage of the railroad caused displeasure among many 
stockholders and he resigned from the office of treas- 
urer on July 20, 1857, although remaining on the 
board of directors. 

On September 23, 1857, President Moran of the 
Erie told the stockholders that under the mortgage 
to secure the small loan obtained from Daniel Drew, 
the latter could “take possession of us at any time’’.’ 
But Mr. Drew did not foreclose. At a meeting held 
October 14 in the Mercantile Library, Astor Place, 
New York City, during the panic of that year, it was 
announced that Mr. Drew would accept $500,000 in 
new bonds of the company if they would pay the 
remaining million of the loan in cash. 

Erie then dragged along until the Civil War 

1Mott, Story of Hrie, p. 115, 


2Tbid., p. 128. 
*Tbid., p. 125. 
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period, when it recovered financially. Its gross earn- 
ings rose from five million dollars in 1859 to ten 
million in 1863. Currency inflation helped pay debts. 
Meanwhile, Drew was satisfied to keep in touch with 
its affairs as a member of the board and use his infor- 
mation to control the movements of the stock in Wall 
Street. In 1864, however, Cornelius Vanderbilt be- 
came ambitious to control Erie. He had invested 
some of his fortune in the stock, had become a mem- 
ber of the board of directors and in 1864 was even 
influential enough to name the newly elected presi- 
dent. He was then feeling his way in the matter of 
empire building. In 1863, he had secured control of 
the Harlem Railroad, a 1214 mile track from Park 
Row in lower Manhattan to Fordham Road, and was 
doubtless thinking of the oft-suggested plan of con- 
necting Harlem with the Erie terminal at Piermont, 
New York, sixteen miles up from the Harlem line 
on the west shore of the Hudson. It would have been 
the salvation of Erie if this plan had been realized. 
Erie had no entrance to New York except by steam- 
boat from Piermont. But Daniel Drew was destined 
to checkmate Vanderbilt. 

In 1864, Drew and Vanderbilt clashed in the 
Harlem corner. The New York City Council, 
presumably at the suggestion of Drew and the dic- 
tation of Boss Tweed, voted to permit Vanderbilt to 
extend the Harlem tracks down Broadway, expect- 
ing Harlem shares to advance on the news. Harlem 
rose from 80 to 150. After Harlem advanced, Drew, 
Boss Tweed and members of the Council sold short. 
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Then the Council reconsidered and revoked the per- 
mission to lay tracks on Broadway, expecting the 
Harlem shares to slump. Vanderbilt, however, sup- 
ported the market and ran the stock up to 285, fore- 


ing Drew to settle at a loss of over half a million 
dollars. 


Drew and Vanderbilt 


During the next two years, Vanderbilt turned his 
attention toward acquiring the Hudson River Rail- 
road to Albany, the New York Central thence to 
Buffalo and the Lake Shore Road from Buffalo to 
Toledo. In 1866, he resigned from the Erie board 
to concentrate on perfecting his system. When the 
details involved in acquiring the New York Central 
were completed in 1867, however, Vanderbilt turned 
his eyes again on Erie and resolved to buy control in 
the open market. The shares promptly rose from 52 
to 7714. The stock of Erie totaled $25,000,000 and 
there was a New York state law which prevented any 
further “direct issues”. Vanderbilt bought confi- 
dently and at the board’s election on October 8, 1867, 
Daniel Drew was defeated and a Vanderbilt man 
elected in his place. At this election, however, the 
names of Jay Gould and James Fisk were added to 
the Erie directorate. Gould, after selling a tannery 
in Pennsylvania, had come to Wall Street and by 
shrewd deals had accumulated a fortune which in- 
cluded a block of Erie stock. 

Fisk was born in Brattleboro, Vermont. After 
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being hired out to a neighboring farmer and going to 
a country school until the age of ten, he worked in a 
traveling circus and then joined his father as an 
itinerant peddler. After a few years he took his 
peddler’s profits to Boston, where he became junior 
partner in a mercantile concern, and then to Wall 
Street, where he promptly lost everything. But he 
had won the approval of Daniel Drew in 1863 as 
agent in the sale of the latter’s stock in the Boston 
and Stonington Railroad to some Boston interests, 
and Drew established Fisk in the brokerage firm of 
Fisk and Belden, which was executing orders for 
Drew in his stock market operations when Fisk was 
elected to the Erie board. 

The public was generally pleased when it was an- 
nounced that Vanderbilt had apparently defeated 
Daniel Drew in the elections of the board of directors 
in October, 1867. Drew had been unfavorably 
known as the “speculative director”. They were 
somewhat puzzled, however, when James Fisk, Daniel 
Drew’s agent, was placed on the board. They were 
surprised when a short time later, one of the Vander- 
bilt directors resigned and Daniel Drew took his place 
on the board and was again made treasurer of Erie. 
Then came the “Battle of the Giants”. Vanderbilt 
was more determined than ever to buy up all of the 
Krie stock available, get control of the company and 
oust Drew. As a precaution in the fight for control, 
Vanderbilt took action to prevent Drew from using 
certain Erie shares he had secured through peculiar 
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deals. When Erie had been in trouble in 1866, Drew 
had offered to lend $3,500,000 to the company if the 
latter would give him some convertible bonds, and 
the deal was so made. Through this deal Daniel 
Drew came into the possession of about 58,000 shares 
of Krie. Then Drew also arranged to have some 
construction bonds of a subsidiary line running be- 
tween Buffalo and Pittsburgh converted into 10,000 
shares of Erie. This gave him nearly 68,000 shares 
of Erie stock. Vanderbilt recognized the futility of 
attempting to buy control of Erie while Drew was 
treasurer and in a position to issue new shares indefi- 
nitely. Accordingly, on February 17, 1868, Vander- 
bilt’s son-in-law, Work, his man on the board, peti- 
tioned Judge Barnard of the New York Supreme 
Court for an injunction against Erie to prevent Drew 
from using his newly acquired stock, alleging that the 
issue of this stock to Drew was improper and made 
merely so that Drew could dump it on the market. 
The Erie board responded on February 19, by vot- 
ing to give the officers almost unlimited power to 
issue new securities and specifically authorizing the 
issue of $5,000,000 of convertible bonds which Drew 
converted into 50,000 shares more of “counterfeit 
paper” to be thrown at Vanderbilt’s brokers. On the 
same day, Vanderbilt petitioned Judge Barnard to 
suspend Drew from the office of treasurer of Erie. 
After some deliberation, Judge Barnard, on March 
3, granted an injunction restraining Drew from issu- 
ing any stock in addition to the $25,000,000 outstand- 
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ing in 1867. But injunctions did not worry Daniel 
Drew and his associates, Jay Gould and Jim Fisk. 
They sold nearly 100,000 shares of this newly printed 
stock on the market and Vanderbilt’s brokers bought 
nearly all of it around $70 a share or better. Van- 
derbilt immediately paid $7,000,000 cash for the 
$10,000,000 of new stock, and with his cash and also 
Erie’s books and papers the three Erie executives 
made off to Jersey City on a ferry on March 12, 
1868, safely beyond the process servers of New York. 
Vanderbilt’s judge ordered that the $7,000,000 of 
cash should be returned and placed in the hands of a 
receiver; the Erie clique secured an injunction from 
an Ulster County judge staying all receivership pro- 
ceedings. The fugitives in Jersey City then decided 
that Gould should leave for Albany to persuade the 
legislature to legalize the issue of new stock. When 
he reached Albany on March 31 he was promptly 
arrested at Vanderbilt’s instigation. For four weeks 
liberal bribes were received by members of the Albany 
legislature, some of them taking money from both 
parties in the dispute. There were court orders and 
counterorders as Erie judges fought Vanderbilt 
judges. Law and civic morals were dragged in the dirt. 

Meanwhile, Vanderbilt got in touch with Drew pri- 
vately and offered to settle if the Erie crowd would 
return his cash and take back the “illegal” Erie shares 
he had bought. Drew refused to part with his money 
but thought the Erie treasury might be plundered to 
pay for some of the stock. Vanderbilt then withdrew 
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from the fight at Albany, and on April 29 the legis- 
lature voted to legalize the $10,000,000 of new stock. 
Finally, on July 2, the Krie crowd arranged to take 
back 50,000 shares at $70 a share and give Vander- 
bilt a subsidy of a million dollars and two seats on the 
Erie board. This required $3,500,000 in cash and 
bonds; and since Drew agreed to give Vanderbilt’s 
henchmen a half million to cover losses or expenses 
during the fight, the Erie treasury was called upon 
to provide $4,000,000 to settle the fight. Under this 
arrangement, Daniel Drew was compelled to retire 
from Erie, having refused to take back stock and give 
up the cash he had obtained. 

Jay Gould became president pro tem with Jim 
Fisk as a first lieutenant. Boss Tweed and Peter B. 
Sweeney of the Tammany Ring were elected direc- 
tors. This arrangement insured political support for 
Krie and a large income for the Tammany bosses.’ 


Jay Gould and Jim Fisk 


Jay Gould and Jim Fisk during their intimate 
association with Daniel Drew had mastered Drew’s 
method of issuing new stock to meet any emergency. 
They had seen him increase the amount of Erie’s 
stock from $25,000,000 to $34,265,000 during 1867— 
68. Yet between July 1, 1868, when Jay Gould be- 
came president of Erie, and October 24, the common 
stock of Erie was increased from $34,265,000 to 

* Mott, p. 162. 
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$57,766,000. Why or how, the public was not in- 
formed. This increase was made without permission 
of the New York State Legislature and with no 
authority from the board of directors except the very 
doubtful resolution of February 19, passed to enable 
Daniel Drew to checkmate Vanderbilt. On account 
of this excessive issue of stock, the market price de- 
clined from $70 to $35 a share. 

But even a price of $35 looked high to Daniel 
Drew. He was now an ignorant outsider but specu- 
lating in Erie had become a habit with him. And 
believing that Jay Gould and Jim Fisk, having 
flooded the market with stock, were in favor of ham- 
mering Erie further, he sold short heavily between 
$35 and $40 per share. He is reputed to have sold 
70,000 shares around $38 per share. English invest- 
ors, however, who had bought large quantities of Erie 
at a higher price thought it looked very cheap below 
40 and continued to buy. This tended to take up the 
floating supply of the stock and made it easy for 
Gould and Fisk to advance the price, which they did 
early in November. By November 14, Daniel Drew 
knew that he was hopelessly cornered and went to 
Fisk and Gould on his knees, begging for mercy. 
Gould and Fisk were adamant. They advanced the 
price to 55 and 60 and expected to squeeze Drew for 
fully a million dollars. When the price reached 60, 
however, there were thousands not only of American 
investors but of bankers who had orders to sell from 
English investors, who threw their stocks upon the 
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market. ‘This enabled Drew to cover at around 57 
at a loss of nearly a million dollars. Gould and Fisk 
had squeezed Drew. ‘They were not able to get the 
profits, however. ‘There was too much stock in the 
hands of the public to permit Gould and Fisk to 
make the corner genuinely effective, and, while Drew 
lost a million, Gould and Fisk were left “holding the 
bag” while the public walked off with Drew’s money. 

Up to this point Gould and Fisk had used the Erie 
Railroad as a personal plaything without regard to 
the interests of the stockholders and without consult- 
ing the board of directors. However, they were wor- 
ried about the possibility of losing control and 
following Daniel Drew into retirement. They there- 
fore conspired with Cornelius Vanderbilt to put a law 
through the Albany legislature giying them an elec- 
tion to the board of directors for five years. Vander- 
bilt favored this proposition because he wanted the 
influence of Gould to help get him legislative per- 
mission to consolidate his different railroad properties 
into one big system. Accordingly, the Albany legis- 
lature gave Vanderbilt what he wanted and passed a 
Classification Act for Erie in December, 1868, which 
classified the Erie directors into five groups, three to 
retire in 1870, three in 1871, three in 1872, four in 
1873 and four in 1874, the last group including 
Gould, Fisk and Boss Tweed.’ 

It was important for them to be assured of a mem- 
bership for five years because the English stockhold- 


° Mott, p. 176. 
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ers were becoming dissatisfied. They were asking 
what was being done with all the money received 
from the sale of new stock. In 1869 the foreign in- 
vestors became even more restive when Gould and 
Fisk went ahead issuing more Erie shares by the 
million. By September, 1869, the outstanding com- 
mon stock was increased to $78,000,000 as compared 
with only $34,000,000 in July, 1868. Why this in- 
crease of $44,000,000? Was it actually sold for cash? 
Who got the money?) Jay Gould answered that the 
new stock had been sold for cash and recorded as 
“paid up’, and that the money had been used to pur- 
chase coal mines, to lease other railroads, to buy roll- 
ing mills, and otherwise to build up the property. 
With this brief explanation, Gould now turned to 
a problem which concerned him more than queries 
from stockholders. He was finding manipulation 
difficult. With the supply of the stock increased 
over 200 per cent in two years, it was no longer easy 
to put up the price and sell new stock. Then, too, 
there was a fundamental economic tendency which 
was not clearly understood by the speculators. The 
United States was beginning to deflate—that is, the 
premium on gold was steadily declining. Wall Street 
had been accustomed to pay $140 to $145 in green- 
backs for $100 in gold for several years, but in the 
fall of 1869 the price of gold declined to $132. This 
tended to depress stock prices and also the prices of 
wheat and other commodities. The decline in price 
caused the American farmer to hold his wheat. 
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Black Friday 


Jay Gould decided to fight the trend of economic 
conditions. He believed the wheat crop would move 
more quickly from the farm to the market if the price 
of gold could be pushed above $140. Farmers were 
accustomed to sell wheat when the price of gold was 
around that figure. This would increase Erie’s earn- 
ings and improve speculative conditions. Early in 
September he began buying gold and succeeded in 
advancing the price from $132 to $137. The natural 
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trend was toward deflation and it was difficult to force 
the price above $140. He believed, however, he could 
afford to assume further risk if the United States 
Treasury were to cease its sale of gold. Secretary 
Boutwell, in 1869, was following a policy of selling 
two to six millions of gold each month, buying bonds 
with the proceeds. Gould had cultivated Mr. Corbin, 
a brother of Mrs. Grant, and arranged to dine with 
President Grant. The President was impressed by 
Gould’s argument that the farmers would be bene- 
fited if the price of gold advanced to over $140. 
When President Grant returned to Washington, 
therefore, he instructed Secretary Boutwell not to 
sell gold during the crop-moving season. Gould then 
discussed his plan with Jim Fisk. The latter agreed 
to buy gold when assured that the Treasury had been 
forbidden to sell. Fisk began buying on September 
20 with gold at $137. Two days later it had ad- 
vanced to $1401,-° 

Meanwhile, however, President Grant had learned 
from Mrs. Grant that Corbin was participating in 
the gold speculation and became much displeased. 
He requested Mrs. Grant to write to Corbin to sever 
relations with Gould. This situation was explained 
to Mr. Gould at one of his daily visits with Corbin. 
Gould became frightened. On Thursday morning, 
September 23, he decided to sell, his holdings then 
amounting to $50,000,000. He ordered his brokers 
to sell as fast as possible, being careful, however, not 

* Rhodes, vol. 6, pp. 249-51. 
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to sell to Fisk or his brokers. Despite the selling by 
Gould, Fisk’s purchases sent the price up to 144, a 
figure at least 10 per cent higher than was warranted 
by fundamental economic conditions. The next day 
Fisk lost his head and bought gold as recklessly as if 
he had been speculating in the stock of a small rail- 
road company. The price went up to, 150, then to 
160 and at 11:30 a.m., Fisk offered to buy all the 
gold on the market at 16214. Suddenly a quiet voice 
offered to sell a million dollars. A telegram came 
announcing that the Treasury had offered four mil- 
lion. Then Brown Brothers and other banks offered 
seven million dollars. Within a few minutes the price 
of gold dropped to 133. Fisk lost millions—on 
paper. But he had no means of meeting his con- 
tracts. He had always been a free spender and had 
never accumulated great wealth, being satisfied to 
take orders first from Daniel Drew and then from 
Jay Gould, and trust his masters to look after his 
financial condition. Fisk repudiated his orders to his 
brokers when he found that he had lost heavily. 
The brokers failed. Jay Gould had sold enough 
to avoid ruinous loss and was able to meet his con- 
tracts. 

It required several days to clear up the accounts 
of bankers and brokers. Meanwhile the commercial 
world had been thrown into confusion and panic. The 
consequences of Black Friday, as September 24, 
1869, was called, were not confined to Wall Street. 
The increase in the gold premium from 132 to 162 
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had demoralized the affairs of importing and export- 
ing merchants. Bad feeling toward Wall Street was 
nation-wide. The movement to regulate the railroads 
gained strength after this dislocation of business 
affairs by railway speculators. 


The Erie Revolution 


In 1870, the English stockholders in Erie made a 
determined effort to have the New York State Legis- 
lature repeal the Classification Act whereby Gould 
and Fisk enjoyed a five-year tenure on the board of 
directors. They had enough stock to control Erie if 
the Classification Act could be repealed. ‘The Brit- 
ish capitalists, however, were not able to compete 
with Mr. Gould in controlling the New York State 
Legislature. In another direction they were more 
successful. They subscribed to a fund to bribe the 
board of directors and succeeded in interesting even 
those who were most loyal to Mr. Gould. Some of the 
directors accepted $25,000. Mr. Gould’s most inti- 
mate friend on the board, however, required $67,500. 
As a leader to represent the English stockholders, 
General Daniel E. Sickles, of Gettysburg fame, was 
selected. The famous “Sickles coup” during the Erie 
Revolution occurred on March 11, 1872. The vice 
president of the road called a meeting, at which some 
of the old directors resigned and new directors were 
elected. General John A. Dix was elected president. 
Mr. Gould was still legally president, but the oppo- 


MONEY KINGS OF THE RAILWAY AGE _ 315 


sition suggested that he could well afford to resign if 
he bought heavily of Erie stock before announcing 
his resignation. They argued that the stock would 
then advance fifteen points. Between March 11 and 
March 15, Mr. Gould bought up a great deal of stock 
and then on the latter date announced his resigna- 
tion. The stock actually advanced 20 points and Mr. 
Gould reaped a fortune. 


The $9,000,000 Restitution 


The new management found the treasury empty 
and the road embarrassed by a floating debt of $5,- 
000,000. From the condition of the company they 
estimated that Mr. Gould had taken nearly $10,000,- 
000 from the treasury illegally. ‘They were unable, 
however, to get positive proof because the books had 
been cleverly manipulated. ‘The real evidence needed 
would have to be obtained from the books of Smith, 
Gould and Martin, the firm of brokers in which Mr. 
Gould was a partner. This evidence became available 
unexpectedly. After his resignation, Gould cornered 
Chicago & Northwestern stock, and in addition to 
squeezing Daniel Drew once again it happened that 
Mr. Smith, his older partner in the brokerage firm, 
was also cornered. Smith asked for merey. Gould 
refused. 

Smith then threatened Gould with exposure, but 
Gould still refused to release Smith from his con- 
tracts and told him to go ahead and make the expos- 
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ure. Smith went to the Erie directors and exposed 
the former dealings whereby Gould had taken a total 
of $9,726,000 from the Erie treasury, charging it as 
“expense”, whereas the money had actually been used 
for Gould’s personal operations, some of it to buy 
Erie and some to cover Gould’s speculative losses in 
Reading and New York Central. As a result of the 
Northwestern corner Gould squeezed Smith for a 
million and Daniel Drew and Travers for $250,000 
and $300,000, respectively, but Smith’s exposure gave 
the new Erie management evidence which induced 
Gould to offer “restitution”. In December, 1872, 
Gould issued a letter stating that to avoid annoyance 
of litigation he would transfer securities and real 
estate which he appraised at $9,000,000 to settle 
Erie’s suit against him. The Erie representatives 
recommended acceptance although admitting the 
offerings of Mr. Gould were not worth over $6,000,- 
000. It was pointed out that the prosecution of Boss 
Tweed and his Tammany conspirators had not been 
very successful, despite positive evidence, and they 
were afraid they might fare little better in prosecut- 
ing Mr. Gould in a New York court. They therefore 
accepted his securities and the suit against him was 


dropped. 


The Union Pacific Scandal 


The millions which Drew and Gould had plundered 
from the treasury of Erie were equaled, if not ex- 
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ceeded, by the loot accruing to the directors of the 
Union Pacific during its construction. 

Congress passed the Pacific Railroad Act in June, 
1862. It provided for certain land grants and a gov- 
ernment subsidy to be paid upon the completion of 
each consecutive forty miles of road. The subsidy 
was to be paid, not in cash, but in 6 per cent gold 
bonds guaranteed by the United States Government 
which the railroad company could sell to investors. 
The total cost of construction was about $50,000,000, 
which was more than covered by $27,000,000 of 
United States bonds given the company and $27,- 
000,000 of first mortgage bonds of the company. The 
actual capitalization and the actual cost to the com- 
pany, however, were much in excess of this figure 
owing to the methods of high finance employed dur- 
ing the period of construction. 

The contract for the first 100 miles was let on 
August 8, 1865, to Herbert M. Hoxie. Hoxie was 
merely a dummy controlled by the directors. After 
receiving his contract, he agreed to assign it to who- 
ever should be designated by T. C. Durant, vice 
president of the road. The contract was immediately 
taken over by Durant and four associates. Mr, Du- 
rant formed a construction company whose stockhold- 
ers were the principal directors and stockholders in 
the Union Pacific. This construction company, in- 
corporated in Pennsylvania, was named the Crédit 
Mobilier of America. If the board of directors had 
been letting construction contracts to some outside 
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party they could have built the first 100 miles at a 
cost of not over $3,500,000. The contract which was 
given to Mr. Hoxie, and then to the Crédit Mobilier, 
however, involved $5,000,000. Thus, the board of 
directors of Union Pacific were authorizing the 
spending of $5,000,000, of which about $1,500,000 
would go into their own pockets instead of into prop- 
erty development. 

These operations were not entirely secret. Mr. 
Oakes Ames, a representative in Congress from Mas- 
sachusetts, who was on the committee in charge of 
government relations with the railroad, bought an in- 
terest in Union Pacific, as did also his brother Oliver 
Ames, both being capitalists of large means. Their 
first act was to oust Mr. Durant from the presidency 
of the Crédit Mobilier. They were not able, however, 
to cause Mr. Durant to resign from his office in Union 
Pacific, and a fight resulted. Mr. Durant was power- 
ful enough to keep the Ames brothers and the Crédit 
Mobilier from getting contracts for the next 150 
miles. Such fighting meant more honest construction, 
but it was not profitable to either party and they de- 
cided to join forces. The next contract for 667 miles 
called for $47,916,000 and was given to Oakes Ames. 
He thereupon assigned the contract to seven trustees, 
and Mr. Durant was one of the trustees. 

During the five years from 1865 until the Union 
Pacific was completed in 1869, the Crédit Mobilier 
reaped a profit of nearly $23,000,000 on a capital of 
$3,750,000. 
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The fact that this graft was not investigated and 
exposed by Congress before the road was completed, 
was due to the further fact that many prominent 
members of Congress had been offered stock in the 
Crédit Mobilier by Oakes Ames, who had been au- 
thorized to sell it “where it would do the most good”’. 
In September, 1872, three years after the road was 
completed, however, the affairs of the Crédit Mobilier 
were made public owing to a quarrel between Oakes 
Ames and Henry S. McComb, one of the seven trus- 
tees who handled the big contract let through Mr. 
Ames. In connection with their quarrel, certain cor- 
respondence which had passed between them was pub- 
lished in the New York Sun. Congress took action 
and appointed two committees to investigate the 
Crédit Mobilier and the corrupt relations between it 
and certain members of Congress. One committee 
reported that the owners of the road had broken faith 
with the public, as a result of which the capital of the 
road was inflated and its ability to repay the subsidy 
received from the Government was seriously im- 
paired. The second committee reported that James 
A. Garfield, Schuyler Colfax, and other prominent 
statesmen had benefited from the Union Pacific con- 
struction. Garfield was able to satisfy his constitu- 
ents that he had been aware of no wrong in buying 
the stock and later became President of the United 
States. Others were permanently retired from 
public life as a result of the Union Pacific ex- 
posure. 
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Jay Cooke and the Northern Pacific Railroad 


The Northern Pacific Railroad Company was 
chartered by Congress im an act signed by President 
Lincoln on July 2, 1864, providing for a railroad 
from Lake Superior to Puget Sound. In contrast 
with the $27,000,000 subsidy granted the Union 
Pacific, however, the act specifically stated that no 
money should be withdrawn from the United States 
Treasury to aid in the construction of the Northern 
Pacific Railroad. It was expected that the road 
would cost $100,000,000, or about $58,000 per mile 
for 1,750 miles. The first president of the company, 
after an unsuccessful effort to sell the securities of 
the road, was forced to transfer the franchise to a 
Boston syndicate. For several years the new man- 
agement attempted to devise ways and means of 
financing the construction of the road but it was 
unable to sell securities or persuade Congress to de- 
viate from its original plan not to appropriate money 
for Northern Pacific. Finally President Smith and 
the directors of the Northern Pacific appealed to Jay 
Cooke & Company to sell bonds and manage the 
finances. 

After investigating the matter for a year, Jay 
Cooke signed a preliminary agreement on May 20, 
1869. One reason for assuming this undertaking was 
that it might give his brother Henry in Washington 
something to do, Henry had been of great service in 
assisting Jay Cooke & Company to handle the finan- 
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cial operations of the Treasury during the Civil War, 
and Jay Cooke hoped that Henry could persuade 
Congress to give a substantial subsidy once construc- 
tion of the road had begun. Another reason was 
that Jay Cooke was able to drive a very good bargain 
with the Northern Pacific Company. This agree- 
ment called for the issue of $100,000,000 of 30-year 
bonds, drawing interest in gold at the rate of 7.3 per 
cent. For these bonds Jay Cooke & Company were 
to pay $88,000,000, leaving a profit of $12,000,000 
less selling expense. 

The hope that Congress would appropriate a sub- 
sidy, however, was doomed to disappointment. The 
$27,000,000 subsidy to the Union Pacific had been 
given in the belief that a railroad to California was a 
military necessity. In case of war, a foreign country 
could easily seize California unless there was a rail- 
road. However, Congress did not feel that 
way about the Northern Pacific Road and Jay 
Cooke & Company was forced to assume the entire 
burden of providing money for constructing the 
railroad. 

Cooke undertook his new work with the same en- 
thusiasm he displayed in selling government bonds 
during the Civil War. He was successful in having 
Congress pass legislation giving the Northern Pacific 
much additional land, more than the Union Pacific 
had received, and also’ permission to issue 
bonds against this land as well as the road itself. 
He succeeded in procuring favorable opinions 
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from prominent business men, Congressmen, Gov- 
ernors and even the Vice President of the United 
States. 

He sent his brother-in-law, William G. Morehead, 
to negotiate with the Rothschilds in London, but this 
mission was a failure. He then sent General George 
B. Sargent, of Duluth, Minnesota, to Germany to 
work on a contract with the German bankers, Moritz 
Budge and Budge, Schiff & Company. The Budges 
became interested and asked to have control of dis- 
tributing the bonds throughout the whole of Europe. 
A contract to that effect was arranged, the German 
house making a good-faith deposit of $500,000 in 
gold with Jay Cooke & Company in New York. 
Budge was to sell $50,000,000 of Northern Pacific 
bonds in Europe at par. He was to receive a com- 
mission of 6 per cent in cash and 10 per cent in stock 
of the Northern Pacific Company and an extra re- 
ward if he sold $20,000,000 of bonds before January 
1, 1871. As a first step in advertising the bonds in 
Europe, Budge purchased the favorable opinion of 
the newspapers in Germany. In America, however, 
some of the newspapers published criticisms of the 
Northern Pacific project and these criticisms were 
republished in the London Times. Cooke then cabled 
Sargent to visit London and see Mr. Sampson, finan- 
cial editor of the Times. 

Sampson was not only an important editor but a 
large stockholder in the General Credit & Discount 
Company, a London banking house having 3.000 
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correspondents. It was planned to appoint this bank 
as the English agent for the sale of the bonds in 
Kurope. To do so, it was necessary to modify the 
contract with the German bankers, which was ar- 
ranged for a cash consideration. The criticism of the 
London Times was silenced. The arrangement for 
selling at least $50,000,000 of bonds in Europe was 
now so satisfactorily settled, apparently, that General 
Sargent gave an elaborate dinner in honor of the 
Northern Pacific. Before the contract with the Gen- 
eral Credit & Discount Company was signed, how- 
ever, war broke out between France and Prussia and 
the proposed contract was broken off. The Budges 
also attempted to escape their contract. 

Meanwhile the work on the road had begun and the 
treasurer began drawing drafts on Jay Cooke and 
Company. To raise money, Cooke decided to estab- 
lish a banking house of his own in London, and sell 
the bonds to British investors. He interested Hugh 
McCulloch, former Secretary of the Treasury, and 
established the banking house of Jay Cooke, McCul- 
loch & Company, with McCulloch as its London head 
on January 1, 1871. Meanwhile, General Sargent 
had approached the German banker, Baron Oppen- 
heim, and although the Baron was not interested, his 
sons formed a syndicate with the Union Bank of 
Vienna and other German bankers, which drew up a 
contract on June 7, 1871. The German syndicate, 
however, decided to send a committee of investigation 
to America before assuming’ financial responsibility. 
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This committee returned with an unfavorable report. 
That put an end to Cooke’s efforts to sell bonds 
through German bankers. 

In London, Jay Cooke, McCulloch & Company 
received bids for $6,000,000 of the bonds. There was 
some criticism, however, because the British investors 
received slightly better terms than those in America 
and Jay Cooke ordered immediate redemption of all 
bonds issued by the London branch. This placed the 
entire financing of Northern Pacific upon American 
investors, and despite a large distributing organiza- 
tion carefully worked out by Jay Cooke with the 
whole United States divided into districts, it was 
difficult to sell as much as $1,000,000 a month. When 
sales were short of this figure, the solvency of Jay 
Cooke & Company was prejudiced because Treasurer 
Barnet was drawing on the firm for fully a million 
dollars a month by the summer of 1872. In fact, on 
July 4, 1872, there was already an overdraft of $605,- 
000 and in August, the overdraft reached $1,583,000." 

It became obvious to the partners of Jay Cooke 
that the firm was in danger unless the construction of 
Northern Pacific were stopped. If the road had been 
built during 1868-69 before the Franco-Prussian 
War, it would doubtless have been possible to sell 
enough bonds in Europe to finance construction. But 
the actual construction could not have been started 
at a worse time. Just after construction was begun 


in 1870, the Franco-Prussian War broke out. In 
7 Oberholtzer, vol. 2, p. 384. 
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October, 1871, came the Chicago fire. It caused a 
property loss of $200,000,000 and embarrassed nu- 
merous insurance companies which might otherwise 
have purchased railway bonds. Of a total of 335 
insurance companies in the United States, 57 sus- 
pended. The losses of all companies were $83,000,- 
000 against assets of $135,000,000. Six foreign 
companies lost over half of their assets.. In Novem- 
ber, 1872, a fire in Boston caused a money loss of 
about $75,000,000.’ In 1872 also came the presidential 
election and the dispute over the Alabama claims 
against England, which threatened international com- 
plications and restricted bond sales in Great Britain. 
Then there was the exposure of Jay Gould’s thefts 
from Erie in December, 1872, and the investiga- 
tion of corruption in the Union Pacific in the spring 
of 1873. <All of these things militated against the 
sale of Northern Pacific bonds. Finally, the boom 
of 1872 caused labor and materials to advance beyond 
estimates. Iron prices had increased over 50 per cent 
since the construction of Northern Pacific had begun 
and rails in Philadelphia were selling between $80 
and $90 per ton during the first half of 1873. 
Despite these difficulties, and his inability to mar- 
ket Northern Pacific’s bonds, Mr. Cooke continued 
optimistic on the surface. He thought that things 
would come out all right and refused to curtail oper- 
ations. His banking house, however, though one of 


8 Chronicle, Nov. 18, 1871, p. 656. 
® Rhodes, vol. 7, p. 49. 
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the country’s largest, could not stand the strain. On 
September 18, 1873, his partners, acting on the advice 
of New York banks, closed the New York office of 
Jay Cooke & Company to stop the depletion of the 
firm’s cash. The next day the Philadelphia office 
closed. 

When the statement of assets and liabilities was 
published, it appeared that Jay Cooke had made loans 
of $1,500,000 to the Northern Pacific on pledge of 
Oregon Steam Navigation Company stock and loans 
of over $4,000,000 on the bonds of Northern Pacific. 
The remaining assets comprised $10,400,000 of sec- 
ond mortgage railroad bonds and bank stocks, real 
estate and miscellaneous securities.” The firm’s re- 
sources were “frozen”, in the sense that they consisted 
too largely of unmarketable securities. 


* Oberholtzer, vol. 2, p. 486. 


‘CHAPTER XVIII 
PANIC OF 1873 


The case of Jay Cooke & Company was not at all 
isolated. His failure was only “‘a drop in the bucket”. 
The financing of the Northern Pacific, including 
$30,000,000 of bonds sold to the public and loans 
from Cooke’s banking house, represented scarcely 
3 per cent of the total railroad financing between 
the Civil War and the panic of 1873. Other bankers 
had been financing railroads in all parts of the 
country. Fisk & Hatch had financed the Chesapeake 
& Ohio and Collis P. Huntington’s Central Pacific. 
Kenyon Cox & Company had financed the Canada 
Southern. All told, the railway mileage of the 
country had increased 35,000 miles between 1865 and 
1873. That was not as much mileage as the country 
needed but the rapidity of construction had caused 
temporary exhaustion of capital. The railway mile- 
age in 1865 was 35,000 miles. In 1873 it was 70,000 
miles. In eight years, 1866-73, the new mileage con- 
structed equaled the total built in the thirty-five years 
from 1830 to 1865. Previous to 1865 new construc- 
tion averaged 2,000 miles per year and exceeded 
3,000 miles in only one year; annual production of 
iron and other materials was sufficient to take care 
of little more than 2,000 or 3,000 miles per year. 


When railway promoters built nearly 6,078 miles in 
327 
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1870 and 7,379 miles in 1871, therefore, the demand 
for iron and labor caused a rapid elevation of con- 
struction costs. This inflated expense involved over- 
bonding and excessive fixed charges. Nevertheless, 
Wall Street bankers and Jay Cooke in Philadelphia 
went ahead buying and building regardless of cost. 
The total outlay for railroad construction in the 
United States during the five years 1869-73 exceeded 
$1,500,000,000. 

Some of the money was borrowed in Europe. 
Estimates of the foreign debt are not available year 
by year but the Financial Chronicle in May, 1871, 
placed the American debt to Europe at $1,500,000,- 
000 as compared with $1,000,000,000 in March, 1869, 
a gain of $500,000,000 in two years. In 1869 Europe 
held $700,000,000 of United States bonds and $300,- 
000,000 other securities, while in 1871 Europe held 
$800,000,000 government bonds and $700,000,000 
other securities. The increase in foreign holdings of 
railway securities in two years was apparently about 
$400,000,000. That the foreign debt kept on increas- 
ing in 1872 and 1873 is indicated by foreign trade 
statistics. 'To interpret the trade balances of those 
years it is necessary to consider that America was 
remitting over $100,000,000 a year to Europe to 
cover interest on foreign debt and tourist expenses. 
To do this without borrowing abroad, exports of 
American produce should normally have been about 


Pes May 27, 1871, p. 651; Hunt’s Merchants’ Magazine, 1869, 
p. 165. 
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$125,000,000 in excess of merchandise imports. But 
during the two years between July 1, 1871, and June 
30, 1873, imports were $206,000,000 greater than 
exports, the debit balance being covered by selling 
American securities abroad. The increase of Amer- 
ican imports from $414,000,000 in 1869 to $684,000,- 
000 in 1873 indicates an extravagant growth of 
buying foreign goods, which was stimulated by the 
ease of borrowing in England and Germany. 

Would Europe continue to supply railroad capital? 
The panic in Vienna in May, 1873, indicated that 
capital in Central Europe was exhausted. The crisis 
extended to Frankfort and Hamburg. London re- 
stricted credit. Wall Street saw the handwriting on 
the wall. Investors in America and Europe had 
faith in the economic future of the United States, but 
as to the immediate outlook, railway promoters and 
their bankers knew that most railroads in the West 
were not earning interest charges and that this weak- 
ness was about to be disclosed. The $30,000,000 of 
Northern Pacific bonds which Jay Cooke had sold 
were advertised to pay 7.3 per cent interest, but net 
income was less than 1 per cent on these bonds. Most 
roads enjoyed a greater density of traffic and larger 
net income, but many of those in the West had to 
borrow continually to meet interest charges. On the 
day when Jay Cooke failed, September 18, 1873, 
Fisk & Hatch were engaged in an operation to help 
Chesapeake & Ohio. The next morning they were 
confronted with calls for $1,500,000. They sus- 
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pended. ‘Then followed Henry Clews and others. 
The general public naturally took fright. 

If Jay Cooke, the most prominent banker of his 
time, was insolvent, who could be trusted? Depositors 
hoarded currency. The New York Clearing House 
banks lost over three-quarters of their cash reserve 
between July 12 and October 18. Specie declined 
from $34,700,000 to $13,400,000 and greenbacks from 
$48,300,000 to only $6,300,000. ‘The two cash re- 
serve items combined declined from $83,000,000 to 
only $20,000,000. Since, according to the banking 
law, deposits could not be over four times the reserves, 
the banks on October 18 were legally obliged to 
reduce deposits to only $80,000,000 as compared with 
$239,000,000 of deposits on July 12. To keep the 
law it would have been necessary to force borrowers 
to use $159,000,000 of deposits to pay off loans in 
order that the 4 to 1 ratio could be maintained. Such 
a banking law was obviously destructive of public 
welfare. It involved annihilation of credit in a panic, 
whereas expansion of credit to save all solvent con- 
cerns is the only sensible policy. Yet in 1873 the 
United States was faced with the problem of at- 
tempting to carry on with commerce strangled by 
such a banking law. 

Let us note what happened. On July 12, 1878, 
the reserves of the New York City banks were $83,- 
000,000, or nearly 34 per cent of deposits. As early 
as September 13, however, seven banks in New York 

? Oberholtzer, vol. 2, p. 428. 
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City which allowed interest on deposits from country 
banks, reported a “deficit” in reserves of $2,800,000." 
The country banks had withdrawn heavily. During 
the panic which followed Jay Cooke’s failure, all 
banks saw their reserves fall below the 25 per cent 
deadline. If there had been recourse to a federal 
reserve bank for credit and currency, the panic might 
have subsided in a week. But there was no recourse. 
To conform with the law each bank reduced loans. 
It was slow work. It was necessary to liquidate the 
securities or merchandise by which loans were secured 
before they could be paid off and no one could obtain 
credit to buy the merchandise and securities forced 
on the market. On October 18, a month after Jay 
Cooke’s failure, the banks were still forcing liquida- 
tion. Loans were then down to $261,400,000 from 
$288,200,000 on July 12. A week later they were 
down to $255,000,000. But this was not enough. 
Deposits had shrunk from $239,000,000 on July 12 
to only $150,000,000 on October 25, and with re- 
serves of only $22,000,000, or 15 per cent of deposits, 
the banks kept pounding away at borrowers. By 
November 22, loans were down to $248,000,000. 
The third week of November the tide suddenly 
turned. The banks had issued an emergency cur- 
rency in the form of clearing house certificates. The 
Treasury had invested $13,500,000 in government 
bonds between September 20 and September 25 to 
mitigate the money shortage. There were rumors of 


* Sprague, pp. 31-33. 
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gold coming from London. Confidence gradually 
returned. The Stock Exchange, which closed on 
September 20 for the first time in its history, had 
reopened on September 30. With sentiment improv- 
ing, the cash hoarded by the public was redeposited 
in the banks. On November 22 the reserves of the 
New York banks had recovered from $20,000,000 to 
$48,000,000. The reserves at last were more than 25 
per cent of deposits. An opportunity to get rich 
quickly was presented to bank directors and favored 
brokers and speculators. ‘There was a surplus re- 
serve against which new loans could be made and 
reserves increased every week. With borrowed money 
it was possible to buy securities at panic prices. Rail- 
road shares, after having shown strength in May 
during the panic in Vienna, had dropped 25 to 50 
per cent during the two months while banking re- 
serves in New York were below legal requirements. 
New York Central had dropped from 104 to 77, Erie 
from 65 to 35, New Haven from 140 to 112, Illinois 
Central from 120 to 90 and Michigan Central from 
105 to 65. Western Union shares dropped from 93 
in August to 43 in November. Thousands of invest- 
ors who had pledged stocks to secure bank loans were 
wiped out. The banking system had scored a knock- 
out blow. With equal suddenness the tide turned 
upward. During December and January loans were 
increased by millions every week and by February 
railroad stocks were back to the level of the preced- 
ing June. 
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The successful investors in 1873 were those who 
understood the operation of the National Bank Act, 
and could interpret the .weekly bank statement. 
Knowledge of intrinsic worth availed nothing. Stock 
prices varied with the bank statement. But since the 
publication of the bank statement was discontinued 
on September 20, two days after the Jay Cooke fail- 
ure, and not resumed until December 6, when the 
banking panic was over, only the Wall Street cliques 
were in a position to reap certain profits from the 
unusual stock market situation. 


Loans, Reserves and Deposits, 1873-74, 
New York Banks (millions) 


1873 Loans Specie Greenbacks Deposits 
July 12 $288.2 $34.7 $48.3 $238.9 
Oct. 4 268.4 10.6 12.0 156.4 
Oct. 18 261.4 13.4 6.3 153.8 
Oct. 25 254.9 13.3 8.8 150.4 
Nov. 22 248.1 L7G 30.9 168.0 

1874 
Jan. 24 267.6 34.7 57.9 232.7 
Feb. 7 286.8 28.1 ila 244.2 
Apr. 4 291.1 24.0 57.0 237.5 

(Financial Chronicle, March 27, 1875, p. 300.) 


Europe in the Panic of 1873 


The payment of the French indemnity during 
1871-73 influenced the money markets of Paris, 
London and Frankfort in different ways. Conse- 
quently France, England and Germany were all in 
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different positions in 1873 when the panic struck. 
French investors had been putting their money into 
indemnity bonds and had abstained almost entirely 
from speculations during the two-year period. The 
London money market had been under some restraint 
on account of the large part which London bankers 
played in financing the French indemnity loan. The 
Germans, however, had received large amounts of 
money and had speculated in all sorts of new enter- 
prises. 


The French Indemnity 


The diplomatic dispute between Paris and Berlin 
regarding the Spanish throne began in the first week 
of July, 1870. On July 19, 1870, France declared 
war against Prussia. 'The military conflict lasted 
scarcely more than six months. On September 2 
Emperor Napoleon was captured at the Battle of 
Sedan. On September 19 the Prussians besieged 
Paris. After holding out four months, Paris capitu- 
lated on January 28, 1871. A preliminary peace 
was arranged on February 26 calling for an indem- 
nity of five billion francs and this was accepted on 
March 1, 1871, by the French Parliament. A revo- 
lution broke out in Paris in the middle of March and 
continued until May. Meanwhile the details of the 
peace treaty were arranged and the final treaty was 
signed at Frankfort on May 10, 1871. 

This treaty provided that the indemnity should be 


PANIC OF 1873 3385 


paid by instalments over a period of three years, 
500,000,000 francs to be paid immediately and 1,- 
000,000,000 more by the end of 1871. In 1872 there 
was to be another instalment of 500,000,000 franes 
and the remaining 3,000,000,000 were to be paid by 
March 2, 1874. 

The actual payment, however, was completed be- 
fore that time. The French railways in Alsace were 
turned over to Germany. An allowance of 325,000,- 
000 francs for these railways and an immediate cash 
payment of 175,000,000 enabled France to receive at 
once credit for half a billion francs, or 10 per cent of 
the total indemnity. ‘Then in September, 1871, a pay- 
ment of one billion francs was made, followed by a 
payment of a half billion in October, 1871, making 
a cumulative total of two billion. ‘Thus in five 
months after the treaty 40 per cent of the total 
indemnity was paid. Another 10 per cent instal- 
ment of half a billion francs was paid in August, 
1872, and the remaining 50 per cent of the 
indemnity was financed between July and Septem- 
ber, 1873. 

Conditions were particularly favorable for quick 
payment of the indemnity. Military operations had 
lasted only six months. There was no financial ex- 
haustion in any large European country. The terms 
of the treaty were feasible, leaving no political un- 
certainty. When the treaty was signed in May, 
1871, three large banking houses, Rothschilds, Er- 
langer and Hahn immediately agreed to purchase 
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one-half of the entire amount of the indemnity.’ 
A large part of the French indemnity bonds was 
sold in London and some in Germany. 

The rapidity of the payment, however, put a tre- 
mendous strain upon the French banks. The patri- 
otic movement to expel German garrisons from the 
country led French investors to subscribe in two years 
for more bonds than they could pay for with cash in 
hand and the banks had to advance enormous sums 
and reduce their cash reserves to a point of extreme 
depletion. 

The French had not speculated in American rail- 
way securities, and their banking assets were largely 
made up of French government securities, in which 
there was confidence. Consequently the collapse of 
speculation in Vienna and New York in 1873 had 
little effect upon the Paris money market. 

England came through 1873 without a banking 
panic. In 1870 England expected to become in- 
volved in the war. The British Government was de- 
termined to protect the neutrality of Belgium in case 
of French invasion. But fortune prevented, and 
meanwhile the London money market had abstained 
from speculation and had husbanded its resources. 
Then in 1871 and 1872 the London bankers were 
more interested in the sale of French indemnity bonds 
than in financing speculative issues. Consequently 
the London money market was in sounder condition 


when the panic of 1873 arrived than in any other 
* Financial Chronicle, May 18, 1871, p. 5838. 
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panic year of the century. In fact, 1873 was the first 
panic year in the nineteenth century when the Bank 
of England was not embarrassed. In 1825, 1839, 
1847, 1857 and 1866 the London money market had 
experienced severe crises. In 1873, however, the 
Bank of England had the situation under such con- 
trol that there was only a mild crisis and nothing at 
all of panic in London. 

In Germany the situation was different. There 
had been abnormal speculations in various enter- 
prises, stimulated by imports of gold in connection 
with the receipt of the French indemnity. In three 
years there were founded 857 companies with a capi- 
tal of 3,306,000,000 marks. A year after the panic, 
123 of these 857 companies were in the process of 
liquidation and 37 were in the hands of receivers. 
Capitalization overanticipated immediate earning 
power. The chief of the Prussian Statistical Bureau, 
Dr. Engel, reported that the new securities issued 
during 1871-72 exceeded the total for Prussia during 
the whole seventy years previous, back to 1800. 
Germany was glutted with new stocks just as France 
was laden with new bonds. According to a compila- 
tion of Dr. Engel, 31 new railway issues amounted to 
$340,000,000; 75 new issues of bank shares to over 
$200,000,000, and 75 issues of manufacturing and 
mining shares to $100,000,000. The panic of 1873 
caused a slump in prices in every group. In 1874, 
moreover, deflation was prolonged by an unexpected 

5 Jacob Riesser, The German Great Banks, p. 116. 
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loss of gold. The French had completed payment of 
the indemnity and suddenly the course of exchange 
moved in favor of France. By the end of 1874 be- 
tween 300,000,000 and 500,000,000 marks left Ger- 
many, most of them going to France by way of the 
Brussels mint.’ The measures taken by the German 
Government to check the outflow of gold necessarily 
involved currency deflation. ‘The loans of the old 
Bank of Prussia declined from $180,000,000 in May, 
1873, to only $90,000,000 in February, 1875.. The 
paper currencies of various German states were re- 
deemed and withdrawn from circulation. ‘The notes 
of the Imperial Bank of Germany, organized in 1875, 
supplanted the retired state issues in part, but the 
net result was less currency and lower stock prices. 
By December, 1875, the value of 31 Prussian rail- 
way shares stood at 77 per cent of par against 120 
per cent in December, 1872. During these three 
years 75 bank shares declined from 151 to 83, 74 
manufacturing and mining shares from 139 to 48, 
and 57 machinery shares from 96 to 38. 

In Great Britain, although a banking panic had 
been avoided in 1878, the effects of the world trade 
reaction were conspicuously in evidence in 1874. The 
severity of the depression was described by the Lon- 
don Economist as follows: 


The prices of commodities and the wages of labor have 
declined month by month until in the opening weeks of 
°Max Wirth, article on Banking in Germany in The History of 

Banking in All Nations, vol. 4, p. 29. 
"London Economist, March 10, 1877, Supplement, p. 42. 
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1875 the reduction in the prices of most raw materials is 
30 or 35 per cent less than in the early part of 1873. 
The contests between masters and men have been severe 
in the process of arriving at these reductions. The whole 
of the coal and iron trades of South Wales is idle in 
consequence of a wholesale lockout forced on the masters 
by the opposition of the trades unions to such a reduc- 
tion of wages as will secure orders for the products of the 
district. The almost universal excitement of 1871-72 
thoroughly disorganized both labor and commerce. The 
working people became intoxicated and unmanageable 
under rapid advances of wages, and rapid diminutions of 
the hours of work; and excessive profits in coal, iron and 
shipping introduced into business a degree of reckless- 
ness which can only end in mischief. The recent reduc- 
tion in the demand for labor has put an end to many of 
the rules adopted since 1871 directed to limitation of 
hours of work, abolition of piecework, restriction of the 
number of apprentices, etc. The working classes are now 
learning by the sharpest and rudest experience that com- 
binations among themselves are powerless to maintain 
wages and rules which the market price of commodities 
will not afford. (Economist, March 13, 1875, S. P. 
pp. 1-2.) . 


Aftermath of the Panic 


Meanwhile, in America the banking panic of 1873 
had left a trail of commercial shipwreck in its wake. 
H. B. Claflin & Company of New York, the coun- 
try’s largest dry-goods wholesale house, required four 
months’ delay in meeting its obligations. The 
Spragues of Providence failed for $11,000,000. Over 
100 railway companies defaulted payment of interest 
on bonds aggregating over $500,000,000. Nearly 
8 Chronicle, Feb. 20, 1875, p. 178. 
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one-third of these bonds in default were held in 
Europe. Railway construction in 1874 was little 
more than 2,000 miles as compared with an average 
of 6,000 for three years before the panic. De- 
creased consumption caused iron to drop 35 per cent 
and petroleum 50 per cent. Unemployment and 
decreased purchasing power hurt the retail trade and 
the lighter movement of merchandise embarrassed 
the railroads. 

How soon would prosperity return? In Wall 
Street there was hope that Europe would soon re- 
sume lending to America. In the West and South 
there was expectation that Congress would enact leg- 
islation providing for some inflation of the currency. 
Considering the rapid recuperation of the interna- 
tional money market, a new period of trade revival 
might weil have been expected by 1876. But what 
happened in Kurope and what Congress actually did 
blasted the hopes of Wall Street and brought keen 
disappointment to merchant and farmer. The de- 
pression which began in 1874 was to be the longest 
in American history. 


A Notable Depression 


Before considering the causes of the prolonged 
depression, let us note the increase in commercial 
mortality. The number of business failures in 1873 


was 5,183. In 1874, the number increased to 5,830. 
* Ripley, Railroads, p. 5. 
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What happened next? Usually failures during a 
period of commercial distress are most numerous im- 
mediately after the panic begins. But the number 
of failures occurring three, four and five years after 
the panic of 1873 exceeded those of the panic period, 
reaching a record total of 10,478 in 1878. There was 
no turn for the better until 1879, six years after the 
panic. 
Failures—United States, 1871-1879 


Year Number 
1871 2,915 
1872 4,069 
1873 5,183 
1874 5,830 
1875 7,740 
1876 9,092 
1877 8,872 
1878 10,478 
1879 6,658 


In the railroad field, there was a similar turn from 
bad to worse. Revenues declined and made it im- 
possible to restore interest payments on the $500,000,- 
000 of railroad bonds in default in 1874. Foreclosure 
sales and reorganizations in a period of five years 
affected over 20,000 miles of railway property repre- 
senting an investment of $1,236,000,000, or more 
than a fifth of the total for the country.” 

The country needed more railroad mileage, but 
with many of the roads in the newly developing areas 


2 Rhodes, vol. 7, p. 53, quoting Lalor’s Cyclopedia, vol. 3, p. 41. 
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of the country in bad credit, new construction fell to 
less than half of normal expectations. During the 
five years of 1874 to 1878, inclusive, new mileage 
totaled only 11,000 as compared with 28,000 miles 
built in the preceding five-year period (1869-73) 
and with 40,000 miles during the ensuing five-year 
period (1879-83). 


Railroad Rate Wars 


Even in the case of New York Central, Pennsyl- 
yania and other strong roads, there was little incen- 
tive to railway development. Traffic was little 
enough for existing lines and competition for it was 
keen. An epidemic of rate cutting was inevitable. 
While Commodore Vanderbilt was summering at 
Saratoga in 1874, he arranged a conference of rep- 
resentatives of the main trunk line roads, those han- 
dling through freight from Chicago and other points 
in the Middle West to the Atlantic seaboard. The 
lines of the Pennsylvania and the Baltimore & Ohio 
to Philadelphia and Baltimore, respectively, were 
shorter than the New York Central’s route from Chi- 
cago, via Albany to New York. The “Saratoga 
Conference” was held to reach an agreement on a 
living wage for the railways. Competitive rates were 
below costs. Some kind of regulation was necessary. 
A government commission was the logical solution 
of the problem, needed as much for the protection of 
railway stockholders as for determining rates in the 
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public interest. Under competition, rates were too 
favorable to the public. But the “railroad kings” of 
that day wanted no interference by the Government. 
Commodore Vanderbilt suggested a combination, 
popularly called a Trunk Line Protectorate, whereby 
through freight for export would move on all lines 
at a uniform and profitable tariff. The attempt at 
combination, however, did not immediately bear fruit 
since the Pennsylvania and Baltimore & Ohio did not 
want to give up the advantage of shorter mileage. 
An agreement reached in December, 1875, was 
broken in two months. In 1876, cattle were carried 
from Chicago to New York at the ridiculous rate of 
$1 a carload. Grain was carried on lake boats with- 
out profit and by the railroads at a loss. On Decem- 
ber 16, 1876, however, the rate war ended. The 
Pennsylvania, Erie and Baltimore & Ohio roads com- 
bined with Vanderbilt to establish a uniform rate on 
export freight. 

To the business statistician, this trunk line protec- 
torate seems to have been good for the country. 
There could be no general benefit in the financial 
wrecking of the railways on account of cutthroat 
competition. Adequate equipment could not be pro- 
vided without money derived from transportation 
receipts. In the West, however, there was an outcry 
against the “railroad extortioners”. For a genera- 
tion after 1830 the agricultural sections had looked 
upon railroad builders as public benefactors, but in 
1870 public opinion was becoming discriminating. 
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The graft in connection with the issue of Union 
Pacific securities suggested that excessive freight 
rates would have to be paid by the farmers to provide 
dividends on securities which represented stolen 
money rather than railway roadbeds. Then the legis- 
lative and judicial scandals between Vanderbilt and 
Drew in 1868 and the impudent gold corner engi- 
neered by Gould and Fisk in 1869, had aroused 
public sentiment against Wall Street railway control. 
In order to get the maximum benefit out of the rail- 
roads of the country, it was believed in the West that 
some control of the financing and management of the 
railroads was necessary. This sentiment in the West 
crystallized into what was known as the “Granger 
Movement’. 

In April, 1873, at a general convention of the 
Grangers held at Springfield, Illinois, a resolution 
was adopted which stated that the railroads had 
proved themselves as capable of arbitrary extortion 
and as opposed to free institutions and free commerce 
between the states as the feudal barons of the Middle 
Ages. In the same year, the Grangers in Illinois 
elected judges who could not be controlled by the 
railroads. In Wisconsin and other northwestern 
states, there was also a strong growth of political 
sentiment in favor of regulating the railroads. 

This drift of political sentiment, together with poor 
trade conditions, made it more difficult to sell new 
securities for railroad construction. 'Then, too, the 

™ Adams, Railroads, Their Origin and Problems, p. 128. 
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failure of the so-called anthracite railroads in 1876 
affected the standing of American railroad securities 
in Kurope. European investors had always discrim- 
inated between the new railroads in the sparsely set- 
tled West and the well-established railroads in the 
Kast, of which the anthracite companies were consid- 
ered especially strong, and now both groups were in 
disfavor. 

In addition to all the obstacles to economic prog- 
ress, the outbreak of war between Turkey and Russia 
in April, 1877, seemed like the last straw. English 
investors suffered from the decline in the securities 
of Turkey, Russia, Egypt and other countries and 
their ability to lend money to American railroads was 
necessarily curtailed, even had the desire been present. 

In accounting for the phenomenal depression from 
1873 to 1878, all of the above factors deserve con- 
sideration. ‘They do not explain, however, why com- 
modity prices declined 27 per cent from 1872 to 
1878. It was this decline in commodity prices which 
was responsible for the great increase in business 
failures, 


Bank Credit—Unwise Laws and Lawmakers 


To explain why commodity prices declined 27 per 
cent during this depression, we must study the sta- 
tistics of American banks. The principal fact to con- 
sider is that loans, discounts and other securities of 
the national banks did not increase during this entire 
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period. They amounted to $1,320,000,000 in 1872 
(columns 1 and 2 of table below) and despite the 
need for greatly increased credit from year to year, 
we find that in 1878 they were only $1,303,000,000 
or slightly less than in 1872. Credit could not expand 
because specie holdings were inadequate. Specie 
ordinarily should be 8 to 10 per cent of loans, but 
from 1872 to 1878 the ratio was less than 3 per cent. 
In addition to specie the banks could use greenbacks, 
but the supply of these “legal tenders” was being 
reduced. These facts regarding loans and inadequate 
holdings of cash are shown in the following table: 


National Banks, United States 
(000,000 omitted) 


Per cent Specie 


4th Loans and Other Legal on Loans and 
Quarter Discounts Securities Specie Tenders Securities 
(1) (2) (3) 3+ (1+2) 
1872 $885 $4.34. $19 $103 1.44% 
1873 856 437 27 108 2.08 
1874 955 441 22 82 1.61 
1875 962 425 sty 70 1.23 
1876 929 414 33 66 2.45 
1877 881 418 33 70 2.53 
1878 826 477 od 64 2.64 


These stationary loans acted as a strait-jacket on 
the economic development of the United States. The 
railroads had opened up immense areas of wheat pro- 
duction in the West. Commerce required more 
credit. Inventions in manufacturing and agriculture 
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had played their part and there was a rapid expan- 
sion of industrial production in many lines. This 
increase in production without any increase in credit 
could have only one consequence, namely, a fall in 
commodity prices. ‘This tendency was world-wide. 
In London, Paris, Berlin and other European mar- 
kets, prices fell. In the United States, however, it 
was intensified by the deflation from a paper money 
to a gold money basis. The gold dollar had sold for 
over $2 in paper in 1865. In 1879 the paper dollar 
was restored to a parity with the gold dollar. 

This deflation intensified the decline in prices in 
America. In addition to the natural decline in gold 
prices in Europe, there had to be an extra decline in 
the United States. This condition in America is sug- 
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gested by comparing the first and third columns in 
the following table, where the first column gives an 
annual average of prices in terms of paper money 
and the third column shows the gold equivalent ar- 
rived at by dividing actual prices by the price of gold. 


Falkner Price Index, 


Actual Paper Money Falkner Index, 
Quotations * Price of Gold ® Gold Basis 
(1) (2) (12) 

1860 100.0 100.0 100.0 
1861 100.6 100.0 100.6 
1862 ITS 102.5 114.9 
1863 148.6 145.1 102.4 
1864 190.5 155.5 122.5 
1865 216.8 216.2 100.2 
1866 1 140.1 136.3 
1867 72.2 134.6 127.9 
1868 160.5 138.5 115.8 
1869 153.5 135.6 113.2 
1870 142.3 121.3 117.3 
1871 136.0 110.7 122.8 
1872 138.8 LOS 127.2 
1873 137.5 LUT 122.0 
1874 133.0 111.4 119.3 
1875 127.6 112.5 113.4 
1876 118.2 112.8 104.7 
1877 110.9 106.3 104.3 
1878 101.3 102.1 99.2 
1879 — 100.0 96.6 
1880 —_ = 106.9 


Was the decline of 27 per cent in prices inevitable? 
Could six years of increasing commercial bank- 


“Report on Indew Numbers, U. S. Bureau of Labor Bulletin No. 
173, p. 74 (dated July, 1915). 

© Average price of gold in Ist quarter of each year; W. C. Mitchell, 
Gold Prices and Wages, p. 59. 
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ruptcies and railway foreclosures have been avoided? 
Could Congress, President Grant, the Treasury and 
American bankers by mutual codperative effort have 
saved the nation from the distressful economic con- 
dition of this period? 

In answering these questions we must refer to the 
relation of production to bank credit. Credit lagged 
behind production. The general tendency of prices 
had to be downward to a degree. Some readjust- 
ment from the world strain on credit in 1873 had to 
be experienced by the United States. 

A consideration of the activities of President Grant 
and Congress, however, leads to the conclusion that a 
large part of the economic distress of the period was 
due to general ignorance of monetary science, mis- 
taken ideas about capitalists and corporations and 
failure to give enlightened attention to fiscal matters 
because Congressmen were more interested in play- 
ing politics during the five years 1874-78. 'The coun- 
try needed a revision of the National Bank Act to 
insure elasticity of credit in times of crisis—to avoid 
a repetition of the banking shock of 1873. It needed 
a policy of restoring the gold currency basis which 
would not strangle economic development during the 
transition period. It needed evidence of sane ideas 
on money, and honesty in meeting financial obliga- 
tions, in order to insure enthusiastic codperation of 
European capital in stabilizing trade and credit until 
after America had reached a state of economic sta- 
bility. 
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But revision of the banking laws was not even dis- 
cussed; and the acts of Congress, instead of attract- 
ing foreign capital in time of need, tended to destroy 
confidence in American securities among foreign in- 
vestors. 


CHAPTER XIX 


THE STRUGGLE FOR GOLD 


Horace Greeley declared, “The way to resume is 
to resume.” That was just after the Civil War. 
Greeley was a little rash, however, as the problem 
was more involved than he thought. A great deal 
of deflation and retirement of paper currency was a 
condition precedent to resumption. Even after 
Europe had taken United States government bonds 
to the extent of $300,000,000 in 1866 and over $800,- 
000,000 in 1871, paper money continued as the do- 
mestic trading unit. 

Thanks to foreign investment in American rail- 
roads and United States government bonds from 
1865 to 1870, the policy of the Treasury in paying off 
the government debt caused little complaint. Neither 
was there complaint about the steady decline in the 
price of gold and a consequent drop in commodity 
prices. In four years the price of gold had dropped 
from 285 to 135. In 1869 the price of gold dropped 
from 135 to 122. Early in 1870 it dropped further 
to 110. This decline caused no depression in busi- 
ness because the heavy investment of European cap- 
ital gave impetus to railroad construction and tended 
to keep business going. 

351 
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In 1870, however, this investment of European 
capital suddenly stopped when the Franco-Prus- 
sian War broke out. By the end of 1870 there de- 
veloped an undercurrent of protest against retiring 
government bonds and putting the American dollar 
—still a paper one—on a gold basis. The Secretary 
of the Treasury was preparing to sell 4 per cent 
bonds in order to pay off the 6 per cent bonds is- 
sued during the war. That would cut down the an- 
nual interest payments. He fully expected Kurope 
to buy enough 4 per cent bonds to enable him to 
pay off all of the 6 per cent issues held abroad. 
That would avoid strain upon domestic capital and 
bank credit. But his hopes were dashed to the ground 
in 1870 when the influx of foreign capital stopped. 

Alert business men became alarmed. If the 6 
per cent issues were retired, American investors 
might have to buy enough 4 per cent bonds to pay 
off the 6 per cent issues held in Europe. Capital 
would become scarce. Opinions were freely ex- 
pressed that it would be better to let the country 
“grow up” to the size of its existing debt instead of 
cutting the debt down to the size of the country. 
Debt refunding and resumption of gold redemption 
of paper money without foreign help would throttle 
economic development and depress prices. 

That was in 1870. The Secretary of the Treasury 
quickly grasped the situation and postponed the issue 
of 4 per cent bonds and the retirement of 6 per 
cents. Immediately after the panic of 1873, antide- 
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flation sentiment became more pronounced. It sud- 
denly developed into pro-inflation clamor. Early in 
1874 both houses of Congress favored an actual in- 
crease in the circulation of paper money. On Sep- 
tember 18, 1873, when Jay Cooke failed, the amount 
of greenbacks outstanding was $356,000,000. Dur- 
ing the panic period the Secretary of the Treasury 
issued $26,000,000 more greenbacks, bringing the 
total up to $382,000,000 on January 10, 1874. Gen- 
eral Logan rose in Congress and declared: “I am 
in favor of standing by the $400,000,000,” the maxi- 
mum authorized during the Civil War. Sentiment 
was so strong for this inflation that a bill providing 
for a maximum of $400,000,000 of greenbacks passed 
the Senate on April 16, 1874, by a vote of 29 to 24, 
and the House on April 24, by a vote of 140 to 102. 
President Grant had indicated that he would sign the 
bill. The country was in favor of it. The nation 
wanted a chance to recover from the panic without 
further losses from declining prices and dull trade. 
The idea of indefinite depression was revolting. An 
increase of 10 or 15 per cent in greenbacks would in- 
crease bank reserves, ease credit and tend to check 
trade depression and restore hopefulness and cheer- 
fulness to the business public. But it was only for 
reasons of party expediency that President Grant 
fully intended to sign the bill. Personally, he was 
against the bill. Back in 1869 Jay Gould and Jim 
Fisk had attempted an injurious corner of the gold 
market after persuading him to lock up treasury 
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gold and favor a little inflation. President Grant 
could not forget that transaction. He saw in this 
1874 legislation the possibility of further speculative 
coups in Wall Street. He sincerely believed the 
country would be safer with more gold and less green- 
backs. President Grant’s conscience troubled him so 
much that he finally decided to change his mind and 
veto the inflation bill. Later he stated: 
I could not sleep at night, with me a most unusual 
circumstance—the ten days were passing in which the 


President must sign or veto the bill. On the ninth day I 
resolved inflexibly to veto the bill and let the storm come. 


This act of President Grant commands admiration 
for his courage in following the dictates of his con- 
science. In theory, also, he was on the right track. 
Gold is better than paper money when the supply of 
the latter can be changed according to political 
caprice. It is possible, however, that a pragmatic at- 
titude would have been better than theoretical dog- 
matism. A negative safeguard against possible Wall 
Street conspiracies was less important than a con- 
structive monetary policy during the transition period 
which would insure the maximum of happiness to the 
general public. Or, if Grant, for lack of a transition 
policy, had approved the Inflation Act of 1874 and 
there had been no further monetary legislation for a 
period of fifteen or twenty years, there are strong 
grounds for believing the policy of letting the coun- 
try “grow up” to its debts and paper money circula- 

*Rhodes, vol. 7, p. 63. 
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tion would have been more beneficial than what 
happened. The country had great resources and cer- 
tain promise of economic growth. By the year 1890 
the country could doubtless have accumulated enough 
gold to make gold resumption automatic without 
legislation. Exports of American produce and bor- 
rowing abroad would have gradually filled commer- 
cial channels with gold. Meantime the millions of 
American women and children would not have suf- 
fered the intensity of distress which visited them on 
account of the severe losses which befell merchants, 
investors and farmers from 1874 to 1878. Prices 
would have followed an inevitable downward trend, 
but economic misfortunes would have been spread 
over a period of years instead of falling so unfairly 
upon the public of 1874 and the years immediately 
following on account of the legislation which Con- 
egress and President Grant inflicted upon the country 
in December, 1874, and January, 1875. 

After Grant’s unexpected veto of the $400,000,000 
bill, the inflationists made an attempt to fix the maxi- 
mum amount of greenbacks outstanding at $382,- 
000,000. This was in June, 1874. Curiously enough, 
this figure was approved and the proposed act be- 
came law. 

There was no doubt about the genuine purpose of 
Congress to prevent deflation and trade depression. 
But the Republican Congress which in April and 
June worked strenuously for currency inflation sud- 
denly turned about face and passed a law in Decem- 
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ber, 1874, which made prolonged trade depression 
certain. This reversal is explained by the elections. 
In the November elections the Democrats not only 
elected Samuel J. Tilden Governor of New York by 
a 50,000 majority and William Gaston Governor of 
Massachusetts by 7,000, but also carried the State of 
Pennsylvania. For the first time since 1861 the 
Democrats had elected a majority in the House of 
Representatives, and in the Senate the Republican 
majority was cut down. The exposure of corruption 
in connection with the Crédit Mobilier and other scan- 
dals, together with discontent on account of trade 
depression and the Republican policy of governing 
the South as conquered territory, had caused a politi- 
cal revulsion. The newly elected Congressinen were 
to take office on March 4, 1875. Meanwhile, how- 
ever, the Republican Congress, as a matter of parti- 
san tactics, passed a bill in December, 1874, which 
President Grant signed in January, 1875, providing 
not only that the amount of greenbacks should be re- 
duced from $382,000,000 to $300,000,000, but that on 
January 1, 1879, and thereafter, the Secretary of the 
Treasury should redeem all greenbacks in gold upon 
demand. ‘This bill was known as the Resumption Act. 

In several respects this legislation was insincere 
and irresponsible. It was insincere because Congress 
did not want deflation of the currency. The Repub- 
licans expected the act would be repealed by the next 
Congress. It was irresponsible because it made 

* Noyes, p. 21. 
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no allowance for unfavorable contingencies. It 
might embarrass the refunding of government obli- 
gations. Possible wars or foreign panics might pre- 
vent the Treasury from accumulating enough gold 
to make redemption of the greenbacks possible. The 
Resumption Act of January, 1875, ordered the Treas- 
ury to obtain gold by selling bonds, presumably in 
Europe, but with no alternative in case the bonds 
could not be sold abroad. Moreover, the immediate 
restoration of the gold standard in the United States 
would remove one factor which had induced Kurope 
to buy American bonds since 1865. Investors in 
London and Frankfort had bought freely of Ameri- 
can railroad and government bonds when the green- 
back dollar was depreciated, because an American 
$1,000 bond could be bought in Europe for $700 in 
gold. But if the dollar were restored to a parity 
with gold, it would be good business for Europe to 
take profits—to resell for $1,000 gold in New York 
instead of buying more. The American money mar- 
ket would thus be glutted with securities and denuded 
of gold. 

Congress was also irresponsible with reference to 
trade prosperity. Greenbacks were the reserves of 
the banks. The entire bank credit of the country was 
based largely upon greenbacks. The proposed re- 
duction of 20 per cent in the amount of greenbacks 
would restrict credit just when more credit would be 
needed to finance the repurchase of bonds returned 
from Europe. Industry would be cheated of the 
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commercial credit required for normal expansion. 

And in regard to the gold supply there was also 
irresponsibility. The practical question which Con- 
gress had to consider was how much gold would have 
to be accumulated in the United States before the 
gold standard could be restored. The following 
figures show the situation: In 1860 the stock of gold 
in the country, excluding California, was $200,000,- 
000. During the fifteen years from 1860 to 1874, in- 
clusive, the mines had produced $896,000,000 and 
imports had amounted to $247,000,000. These three 
items totaled $1,343,000,000 of gold. But during 
these fifteen years the exports from the United States 
had amounted to $1,041,000,000. There was scarcely 
$300,000,000 of gold in the United States east of the 
Mississippi River in January, 1875, when the Re- 
sumption Act was passed. But since at least $60,- 
000,000 had been used industrially, the total monetary 
stock of gold in 1875 was only about $240,000,000, 
or little more than in 1860. 

Meanwhile, however, the demand for gold had 
greatly increased. The supply of gold for monetary 
uses should increase in proportion to commerce. In 
these fifteen years the population had increased from 
31,000,000 to 44,000,000, a gain of 42 per cent. The 
railroad mileage of the country had increased over 
100 per cent. Foreign trade and domestic trade had 
increased nearly 100 per cent. Cotton production in- 
creased 100 per cent. Wheat acreage rose from 
19,000,000 acres in 1869 to 38,000,000 in 1879, 
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and the corn area from 37,000,000 to 62,000,000 
acres. 

In 1875 the country needed at least $400,000,000 
or double the amount of gold possessed in 1860. The 
problem was to get nearly $200,000,000 of gold from 
foreign countries before January 1, 1879, the date 
for resuming specie payment. 

One way to obtain gold from foreign countries was 
to work hard and export a large surplus of wheat 
and cotton, and meanwhile economize in the buying 
of foreign merchandise in order to receive gold in ex- 
change. This process would mean a decrease in prices 
to the point where exports would be stimulated and 
umports discouraged. Another was to sell bonds 
abroad and thereby avoid money market strain, credit 
restriction and trade strangulation. 

As far as the Treasury was concerned, there was a 
prompt effort to prepare for resumption. By 1877, 
$32,000,000 of greenbacks had been retired, reduc- 
ing the total outstanding to $350,000,000 as com- 
pared with $382,000,000 in 1874. In 1877, also, the 
Treasury essayed refunding operations which had 
been postponed since 1870. It sold $75,000,000 of 
4’s and $167,000,000 of 414’s and retired $196,000,- 
000 of 6’s and $9,000,000 of 5’s.. Meanwhile the agi- 
tation to increase the circulation of greenbacks had 
died out in Ohio, Indiana and Illinois. These states 
held the balance of power. ‘The West and South 
favored any kind of inflation; New England and the 
East wanted gold. When the “sound money” party 
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in Ohio scored a victory over the greenback infla- 
tionists in October, 1875, the greenback agitation was 
checked. And in 1875 the Supreme Court declared 
that greenbacks were intended to be paid in gold. 

So far so good. Paper money inflation was a dead 
issue. This should appeal to European investors who 
were expected to buy bonds from the Treasury. On 
the surface there seemed a clear road to gold resump- 
tion on January 1, 1879. But in 1877 the “soft 
money” party turned to silver. The “hard times” of 
that year brought Ohio, Indiana and Illinois into line. 
These states had abandoned the paper money issue, 
but trade depression caused them to champion the 
cause of silver inflation. In October, 1877, Con- 
gress actually discussed paying the national debt in 
silver. The House of Representatives voted 163 to 
34 to make silver legal tender for “all” debts and 
provided “free and unlimited coinage” of silver at che 
ratio of 16 ounces of silver to 1 of gold. At this ratio 
an ounce of silver would be legally valued at $1.29, 
the price usually prevailing until Congress dropped 
the silver dollar from coinage in 1873. But in 1877 
the market price of silver had declined 9 per cent 
from the proposed coinage parity. This meant that 
if Congress voted to pay debts in silver, the foreign 
investor would receive $1,000 in silver worth only 
$910 in gold. In fact, silver was declining so rapidly 
that the investor might expect to lose as much as 20 
per cent if he held American bonds a few years. 

The House of Representatives did not stop this 
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threat of silver legislation. In November, 1877, it 
passed a bill providing for the repeal of the Resump- 
tion Act. West of Pittsburgh the public was willing 
to support any legislation, however reckless, in order 
to check deflation and relieve depression. 

At this point, however, John Sherman of Ohio, 
Secretary of the Treasury, dominated the Senate and 
partially checked the tendency toward extreme radi- 
calism. He told the Senators from Ohio, Indiana 
and Illinois that he could succeed in resumption of 
gold payment by January, 1879. The Senate was 
won over. It refused to repeal the Resumption Act 
and rejected the House bill providing for “free sil- 
ver’ at 16 to 1. But to appease the inflationists a 
compromise was effected. The Senate concurred 
with the House in stopping the further retirement of 
greenbacks. ‘The amount outstanding at that time 
was $346,681,016 and the Treasury was ordered to 
maintain that figure. The Senate also passed the 
Bland-Allison Act, which provided for the purchase 
and coinage of from $2,000,000 to $4,000,000 of sil- 
ver monthly. President Hayes vetoed the Bland- 
Allison Act in February, 1878, but Congress imme- 
diately passed it over his veto and the Treasury 
forthwith coined and issued about $25,000,000 of sil- 
ver annually. 

Congress having disposed of all pending currency 
legislation without repealing the Resumption Act, 
Secretary Sherman began to accumulate gold. In 
April, 1878, he sold $50,000,000 of 41’s to a syndi- 
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cate to strengthen the cash balance of the Treasury. 
His problem remained difficult, however. The 
radicals continued agitation for the repeal of the Re- 
sumption Act and to investors in Europe the Ameri- 
can situation was not yet reassuring. Moreover, 
Great Britain was experiencing financial unsettle- 
ment in 1878 and the failure of the City of Glasgow 
Bank dampened investment confidence. During 
1878, President Hayes announced, $100,000,000 of 
United States government bonds was returned from 
Europe and had to be absorbed by American capital. 
Obviously, in preparing for resumption, there was no 
help from abroad; on the contrary the country was 
forced to follow the hard path of economy and heavy 
exports of American produce. 

But in America the “soft money” party was finally 
defeated in the elections of November, 1878. Bank- 
ers decided the fight for gold was won and now 
deemed greenbacks to be “as good as gold”. Paper 
money reached parity with gold on December 17, the 
first time since January 1, 1862. 

The dollar was on a gold basis. The problem was 
to keep it there after January 1, 1879. As far as the 
gold reserve of the Treasury was concerned. there 
was cause for optimism. In 1876 the Treasury had 
held only $50,000,000 of gold of which only $30,000,- 
000 was available for redeeming greenbacks; but on 
January 1, 1879, Secretary Sherman had over $100,- 
000,000 of gold in the Treasury available for currency 
redemption, this amount being considered as the 
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minimum to be held as a reserve against the $346,- 
681,000 greenbacks outstanding. A weak factor was 
that the Resumption Act did not permit greenbacks 
to be retired when redeemed. They were to be re- 
issued in the regular course of Treasury disburse- 
ments, and when reissued were likely to be returned 
at any moment, and presumably in time of. stress 
when the Treasury could ill afford to redeem them. 
But for the moment, Secretary Sherman had ade- 
quate gold. Not so, however, at the banks. The 
national banks held only $40,000,000 in coin as com- 
pared with loans and investments of over $1,300,000- 
000. Their holdings of greenbacks, amounting to 
about $65,000,000, constituted the larger proportion 
of their legal reserves, whereas coin reserves should 
have predominated. Coin reserves equal to about 10 
per cent of the total loans were needed to beget con- 
fidence in the success of gold redemption. In view 
of this thin foundation of coin in the banking struc- 
ture, it was not surprising that London remained 
skeptical after the Resumption Act was legally in 
effect. Early in 1879 bonds were returned from 
Europe in such large amounts as to strain the foreign 
exchange market. Sterling went to a premium. To 
meet this emergency Secretary Sherman arranged 
with a syndicate to sell $15,000,000 of 4’s in London 
and the foreign exchanges were restored to a normal 
basis in May. In June and July gold began coming 
in. Europe was convinced that Congress and the 
3A, D. Noyes, Forty Years of American Finance, pp. 52-53. 
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Treasury meant business and foreign investors began 
buying American securities. The return of Amer- 
ican securities from abroad largely ceased. ‘The in- 
flux of European capital insured adequate gold and 
made resumption successful. 

Tn this connection it may be noted that Alexander 
D. Noyes, in his Forty Years of American Finance, 
gives a different explanation of the improvement in 
the American money market during the fall and win- 
ter of 1879-80. Large exports of American wheat 
at a time when Europe was short of grain were the 
chief factor according to his view. He writes: 


To the United States the huge American grain crop of 
1879 was a double stroke of fortune. In England, it 
stopped the . . . clamor against the free right of entry 
to American export grain. In the United States, it 
settled the question of resumption.” 


Admittedly, the exportation of wheat was impres- 
sive, amounting to 180,000,000 bushels against 150,- 
000,000 in the preceding year. Moreover, Kurope 
paid $1.25 a bushel instead of $0.85, its price the year 
before. In stressing the importance of American ex- 
ports, however, Mr. Noyes has failed to consider that 
the increase in commodity exports in the twelve 
months beginning with July, 1879, was more than 
counterbalanced by an increase in merchandise im- 
ports. As compared with the preceding year the 
outgo of American produce increased $125,000,000 


while the imports increased $222,000,000. The 
* Noyes, p. 55. 
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increased shipments of wheat, cotton, ete., were in- 
adequate to balance the influx of foreign goods. 
Something else had to pay for this inrush of mer- 
chandise, namely, securities. Sales of securities to 
Europe were large enough to do this and, in addition, 
to cause $77,000,000 of foreign gold to come to Amer- 
ica. As compared with the preceding year the bal- 
ance of sales of securities must have favored America 
to the extent of nearly $200,000,000. In the year 
preceding July 1, 1879, many millions of securities 
were returned from Europe. In the twelve months 
after that date, European selling largely stopped, 
while the outgo of securities to Europe was heavy. 
This conclusion is supported by trade balance figures 
and the spectacular rise in the stock market during 
1879-80. 

The gold imports of $77,000,000 between July, 
1879, and June, 1880, were followed by $97,000,000 
of gold from abroad in the ensuing twelve months. 
In these two years, moreover, the output of the Cali- 
fornia gold mines remained at home. In the green- 
back period, domestic gold production had gone 
abroad at the rate of nearly $50,000,000 a year. But 
in the two years after resumption the retention of 
domestic gold and net imports of $174,000,000 added 
over $250,000,000 of gold to the country’s supply. 

American banks rapidly accumulated substantial 
gold reserves. The coin of the national banks rose 
from $40,000,000 in 1878 to $80,000,000 in 1879 and 
$110,000,000 in the last quarter of 1880. The loans 
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and investments of the national banks quickly ad- 
vanced from $1,300,000,000 to $1,700,000,000, an 
expansion of 31 per cent. 'To some extent, the ac- 
cumulation of coin reserves may have resulted from 
the depositing in the banks of gold previously 
hoarded. But the aid of foreign capital was the de- 
termining factor which insured adequate gold and 
stimulated the revival in trade which quieted political 
radicalism. 


The Industrial Response to the Gold Monetary Basis 


After six years of economy and restraint, mdus- 
try had plenty of credit. ‘The increase in the loans 
and investments of the national banks, together with 
sales of securities to European investors, greatly 
stimulated railroad building. For five years before 
resumption the new railway mileage of the United 
States had been less than 3,000 miles annually, but 
in 1879 it was 4,800 miles, followed by 6,700 in 1880, 
9,846 in 1881, and 11,569 miles in 1882, the peak of 
the boom. The total mileage of the country rose 
from 82,000 in 1878 to 114,700 in 1882, a gain of 40 
per cent in four years. 

In the commodity markets, the response was 
equally rapid. Iron, wheat, corn, cotton and all other 
speculative commodities increased 30, 40 or 50 per 
cent in price within twelve months. Armour & Com- 
pany bought pork, G. B. Arnold & Company formed 
a coffee syndicate, and James R. Keene and his asso- 
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ciates attempted a corner in wheat. The coffee syn- 
dicate suffered disastrous failure and the wheat corner 
broke, although Mr. Armour succeeded in his pork 
corner. 

The manipulation of the commodity markets, how- 
ever, was overshadowed by what took place in Wall 
Street. The stock market had reached its low point 
in 1877. After a cautious advance in 1878, a wild 
bull market developed in 1879 and continued until 
the spring of 1881. During that long upward trend 
New York Central rose from 106 to 150, Erie from 
8 to 48, Illinois Central from 74 to 126, Central of 
New Jersey from 15 to 83, Chicago and Northwest- 
ern from 35 to 124, and Chicago, Milwaukee and St. 
Paul from 36 to 110. The Wall Street manipulators 
excited the public imagination by frequent issues of 
stock dividends. “Rubbish stocks” were bought up 
and merged with the more respectable railway sys- 
tems. Many large fortunes were made in Wall Street 
during 1879-80. The biggest operator was Jay 
Gould. His transactions surpassed all others 
and by the end of 1880 he had secured control of 
nearly every railroad in the Southwest except 
Atchison. 

When Gould retired from Erie in December, 1872, 
his fortune was commonly estimated at nearly $20,- 
000,000. Where should he invest it? The big sys- 
tems of the East were held in the strong hands of 
Vanderbilt and other eastern magnates. Gould 
turned to the Mississippi Valley. He became inter- 
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ested in Union Pacific after the panic of 1873. The 
Union Pacific shares had been hurt by the Crédit 
Mobilier scandals, and further depressed in the panic 
of 1873. Gould bought about 200,000 shares of 
Union Pacific at prices ranging from $15 to $35 per 
share. The road had a maturing debt of $10,000,000 
and to save it from bankruptey Gould offered to pay 
half if the directors woud provide an equal amount. 
His offer was accepted. During the next six years, 
despite troublous times, Union Pacific grew and paid 
dividends. By 1879, Gould was able to sell out most 
of his Union Pacific stock, his holdings being reduced 
from 200,000 to around 27,000 shares. Boston cap- 
italists gained control. Meanwhile, Gould had turned 
his attention to the Kansas Pacific, a short line run- 
ning between St. Louis and Kansas City. His 
method, learned in Civil War times, of acquiring 
short lines and selling them to the Pennsylvania and 
other eastern roads, was now applied in the West. 
Having secured control of these two roads, he spread 
rumors of his intention to extend a line from Denver 
to California in competition with the Union Pacific, 
which moved goods to California over the Central 
Pacific route. The Boston directors of the Union 
Pacific were frightened. They decided to take over 
Gould’s Kansas City-Denver Line. At first they 
objected to Gould’s terms, which were “share for 
share,” because the Union Pacific was paying a divi- 
dend of 6 per cent whereas the Kansas Pacific had 
gone into a receivership in 1874 and was still report- 
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mg a deficit in 1879. The Union Pacific stock was 
worth at least $80 or $90 a share, whereas the Kansas 
Pacific stock was worth nothing except for its pros- 
pective hopes. It actually sold below $10 a share in 
January, 1879.’ The proposed consolidations would 
mean adding about 40 per cent to the outstanding 
stock of Union Pacific, and largely for nothing. But 
Gould continued to spread rumors of a competitive 
line and meanwhile advanced the Kansas Pacific 
stock. It rose from 914 in January, 1879, to 92% in 
December. Before the end of the year the Boston 
directors voted to create new Union Pacific shares, 
which were given to Gould in exchange for his “rub- 
bish stocks,” including $10,000,000 of Kansas Pacific 
and $4,000,000 of Denver Pacific. By this consoli- 
dation the Union Pacific stock was increased from 
$36,762,000 to over $50,000,000. Notwithstanding 
this stock-watering, the 6 per cent dividend was 
presently increased to 7 per cent, and Gould 
promptly took advantage of favorable trade condi- 
tions during 1880-81 to sell his newly received Union 
Pacific stock for five or six times what his Kansas 
Pacific stock had cost him.” Meanwhile the public 
appetite for railway shares was abundantly accom- 
modated. In 1880 Louisville & Nashville declared a 
100 per cent stock dividend and fictitiously added 
$20,000,000 to “cost of road”. In 1881 Atchison 
shares were multiplied by a 50 per cent stock divi- 


5 Daggett, Railroad Reorganizations, p. 229. 
°* Daggett, p. 233. 
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dend. In 1882 the Boston & Albany directors voted 
a 100 per cent stock dividend.’ 

Not only was the market supply of stocks increased 
and diluted, but strong companies risked financial 
embarrassment by attempting to do too much. J’rom 
1869 to 1881 Reading spent $73,000,000 for coal 
lands and equipment, covering the expense mostly by 
issuing bonds. The properties acquired were val- 
uable, but interest charges exceeded immediate reve- 
nues derived from the new acquisitions. 

By 1882 the stock market began to sag. Specula- 
tion had gone stale. There were rumors that Gould 
had sold everything he had and was in favor of raid- 
ing the market. To offset these rumors, Gould 
dragged out strong boxes containing $53,000,000 of 
railway and telegraph securities for public inspec- 
tion. ‘This, however, did not bolster up prices. The 
master minds were selling as fast as possible and buy- 
ing only enough to support the market on a scale 
down. ‘There had been a panic in Kurope and the 
foreign trade of all countries was declining. Domes- 
tic traffic in America, to some extent, would move in 
sympathy with the world trend at an early date, and 
the money kings in Wall Street were looking ahead. 


French Panic of 1882 


France had been denied participation in the world- 


wide speculations of 1872-73 on account of the urgent 


‘Ripley, Railroads, p. 228. 
* Daggett, p. 77. 
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necessity of paying the French indemnity. In the 
years immediately following, investment within 
I’rance was related largely to the expansion of the 
French railways. The Government and the indus- 
trialists felt the need of completing the French 
railroad system in order to make the country more effi- 
cient from a military and industrial standpoint, and 
from 1871 to 1878 the railroad lines were increased 
from 15,000 to 21,000 kilometers, an increase of 40 
per cent. Meantime, however, considerable capital 
began to accumulate, and after settlement of the 
Russo-Turkish War in 1878 and the removal of un- 
certainty about American monetary conditions in 
1879, speculation burst forth in France on a broad 
scale. 

One of the most important speculative promotions 
in France during the period was a credit institution 
known as the Union Générale. 

This institution had been organized several years 
previously, to centralize the financial affairs of the 
bishopries, monastic orders and clergy of the Roman 
Catholics in France and to procure credit for them, 
which they sometimes found it difficult to obtain. 
The company claimed high ecclesiastical backing. It 
had a brilliant staff on its council of administration. 

At first the Union Générale had a small capital 
and dealt in investments very modestly. Its promi- 
nence as a speculative institution came when it elected 
M. Bontoux as president. M. Bontoux was a self- 
made man. He had risen from a clerical position in 


372 FINANCIAL AND BUSINESS FORECASTING 


a railway office in Vienna to the post of general di- 
rector of the Siidbahn Railway. In 1878, he lost 
this position owing to the financial troubles of the 
railway in that year of world depression. Under his 
presidency the Union Générale broadened its field of 
activity among the Roman Catholic aristocracy of 
France and Austria. The capital of the bank was 
not large enough to finance his ambitious projects. 
In 1878, it had deposits of 8,000,000 francs. 'These 
had increased to 38,500,000 in 1879, 71,000,000 in 
December, 1880, and over 100,000,000 francs in 
December, 1881." M. Bontoux planned to promote 
mining telegraph and other enterprises, including gi- 
gantic projects. He established numerous branches, 
and in November, 1880, founded the Laender Bank in 
Vienna. He took part in the formation of the 
Franco-Hungarian Society, the Universal Publish- 
ing Society, the Gas Company of Bucharest, the 
Italian Water Company, the French Telegraph 
(Paris to New York), railways in Austria, etc. The 
bank also carried on a broad speculation in its own 
shares. In 1879, the shares sold at 750 francs. By 
September, 1881, they were quoted at 2,000 francs 
each and in November of the same year at 3,000 
francs. On January 5, 1882, the shares reached 
3,150 frances. Meanwhile the capital had been in- 
creased from 800,000 francs in 1878 to 150,000,000 
francs, so that the total capitalization had an ex- 


*London Economist, February 11, 1882, p. 169. 
* Journal des Economistes, February, 1882, pp. 297 and 299. 
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tremely high value at the high prices for the stock. 
Brokers and bankers made huge advances to specu- 
lators in the shares of the Union Générale. 

So far M. Bontoux had proved a brilliant financial 
organizer. As a student of economic conditions, how- 
ever, he was as deficient as he was brilliant in finan- 
cial promotion. He was not able to read the signs of 
an approaching crisis although they were clearly evi- 
denced in the weekly statements of the Bank of 
France. Ordinarily the cash reserve of the Bank of 
France was nearly equal to its note circulation. In 
1879 its cash reserve was 2,225,000,000 franes and its 
note circulation about the same amount. During 
1881, however, the cash reserve dropped to 1,800,- 
000,000 franes while the note circulation increased to 
2,775,000,000 francs. Instead of a ratio of 100 per 
cent between reserve and circulation, the Bank of 
France had a ratio of only 65 per cent in 1881, a clear 
indication of a well-blown credit bubble. 

The bubble burst in January, 1882, and the stock 
of the Union Générale declined along with all other 
securities. From a price of 3,150 frances on January 
5, it dropped to 325 francs on February 16. Mean- 
while the shares of the Laender Bank of Vienna de- 
clined from 1,300 to 500. Even the shares of the 
Bank of France declined from 7,000 to 5,000." The 
Union Générale owed 100,000,000 franes to stock- 
brokers, who became seriously embarrassed. To re- 
lieve the panic the Bank of France advanced 


tQTondon Economist, January 28, 1882, p. 99. 
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80,000,000 francs to depressed concerns in Paris and 
100,000,000 francs in the City of Lyons, thereby en- 
abling the business public to meet obligations... A 
large amount of gold was brought over from Eng- 
land, as much as 50,000,000 franes being moved from 
London to France within a week.” 

This relief assisted the business public, but it could 
not save the Union Générale. On the first day of 
February, 1882, its directors were arrested and on the 
next day the failure of the bank was announced. 

The collapse of this speculative bubble in January, 
1882, was followed by a general trade reaction which 
lasted for several years. It was not until 1886 that 
liquidation had proceeded far enough to enable the 
Bank of France to regain the degree of banking 
strength previously enjoyed in 1879. 


The Wall Street Panic of 1884 


America was not immediately hurt by the French 
panic of 1882. Fundamentals were strong enough 
to absorb the shock of Continental reaction with a de- 
gree of immunity. The thorough liquidation between 
1873 and 1879 had laid a solid foundation on which 
to build prosperity. The large crops of 1882 pro- 
vided the railways with traffic and during the twelve 
months following the French panic in January, 1882, 
railroad building in the United States scored a new 


™ Pierre des Essars, History of Banking in All Nations, vol. 3, p. 72. 
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high record of 11,600 miles, a record never exceeded 
in later years except in 1887. Trade was active 
enough to absorb the huge volume of silver coins issu- 
ing from the Mint under the provisions of the Bland- 
Allison Act of 1878. 

But could America hold the pace of economic 
growth established in 1882? Logically, no. Crop 
conditions at home and investment of European capi- 
tal had been nearly ideal for four years. The law of 
averages argued for an adverse turn. Wall Street 
bankers observed the first cloud on the horizon in the 
stock market. The European financial strain made it 
more difficult to sell railroad bonds abroad and there 
was scattered selling of issues previously placed in 
London. This fact was not advertised directly, but 
the public was presently aware that railroad promo- 
tion was halting when they saw iron prices slump 
before the end of 1882. And once manufacturing be- 
came less active, two sources of weakness were dis- 
closed. ‘Traffic declined, and railroad profits were no 
longer sufficient to justify the market prices of the 
many millions of watered stock issued during the 
boom period. Commerce ebbed and trade no longer 
absorbed the new silver coinage. The redundant sil- 
ver piled up in the Treasury and made its unwelcome 
way into the banks. The public disliked to carry the 
bulky coins and the banks disliked accepting increas- 
ing quantities of a silver dollar whose bullion value 
was only 86 cents in gold. Congress sought to make 
silver more popular with the public by authorizing 
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“silver certificates”, which the Treasury could issue 
to the public while retaining the coins in the govern- 
ment vaults. But the disparity in market value be- 
tween gold and silver bullion remained an economic 
problem. By 1884, over $150,000,000 of silver dol- 
lars were in circulation. They were a factor in driv- 
ing gold to Europe. 

Thus, in 1884, there was a combination of inflated 
stock market values, trade reaction and a gradually 
increasing supply of silver coin. It remained only 
for an exposure of fraud in the heart of Wall Street 
in May, 1884, to precipitate a stock market panic 
and cause a run on the banks. 


Ferdinand Ward and the Marine National Bank 


In 1877, Ferdinand Ward enjoyed a salary of 
$1,000 a year at the New York Produce Exchange. 
He married the daughter of the cashier of the Marine 
National Bank and became intimate with Mr. J. D. 
Fish, president of the bank. He also cultivated the ac- 
quaintance of the second son of General U. S. Grant 
and helped him make a profit in speculation in some 
flour certificates. With Grant supplying the money, 
Ward was able to achieve speculative successes in 
1879 for the very good reason that everything was 
advancing, whether in the stock market or on the 
produce exchanges. By virtue of his speculative suc- 
cesses in 1879, Ward was able to induce young Grant 
to join in the establishment of Grant and Ward, a 
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private bank at the corner of Wall Street and Broad- 
way. General Grant and J. D. Fish of the Marine 
Bank were silent partners, Grant supplying $100,000 
of the $400,000 capital. Ward made no attempt to 
get business from the general public, being interested 
only in very wealthy men. He whispered around 
that he was able to get some advantageous “con- 
tracts” through the influence of the illustrious Gen- 
eral, and his wealthy friends felt much favored in 
being permitted to participate in the profitable con- 
tracts. It was estimated that the financial resources 
of Grant and Ward increased from $400,000 in 1880 
to around $15,000,000 in 1883.” 

As a matter of fact, there were no “contracts”. 
Moreover, neither young Grant nor his father knew 
just what Ward was doing. Ward’s purpose was to 
get money on the pretext of having profitable con- 
tracts and then pay dividends to his depositors out of 
money received from new victims. He was able to 
do this through collusion with Fish, the president of 
the Marine National Bank. 

The large sums of money which he accepted for in- 
vestment were merely deposited to Ward’s personal 
account. His alliance with Fish enabled him to keep 
the method secret. In May, 1884, however, the crimi- 
nal frauds of Fish and Ward were exposed. Mr. 
Tappan, the City Chamberlain of New York, drew 
on the Marine Bank for a large sum of money which 
the city had on deposit with the bank. The bank’s 
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cash was too much depleted to meet the draft. Ward 
hastened to General Grant and gave reasons why it 
was necessary to help out the Marine Bank. He 
pointed out that the firm of Grant and Ward had 
$660,000 on deposit there and would become embar- 
rassed if the bank failed. General Grant arranged a 
personal loan of $150,000 from W. K. Vanderbilt. 
Ward also persuaded young Grant to seek $250,000 
and Grant went to Jay Gould to arrange a loan, but 
Gould refused, having suspicions about Ward. 
Young Grant with his attorney visited Ward at mid- 
night May 5, 1884, announced his inability to borrow 
the money and demanded a conference the next 
morning. That night Ward disappeared and the 
next day the firm of Grant and Ward failed and the 
Marine Bank closed its doors. General Grant had 
to sacrifice his personal belongings to repay the 
$150,000 borrowed from Vanderbilt, although Van- 
derbilt later returned Grant’s private trophies and 
souvenirs to Mrs. Grant. It was found that the 
$150,000 secured through General Grant from Van- 
derbilt, like most of the other large sums borrowed 
from wealthy men, had been deposited to Ward’s 
personal account. In court it was found the firm of 
Grant and Ward had been on the verge of bank- 
ruptcy for two years. Fish was sentenced to seven 
years’ imprisonment and Ward to ten years. 

In addition to defrauding his friends, Ward also 
inflicted loss on the Erie Railroad. When this rail- 
road was in the market to sell bonds, Ward had of- 
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fered 15 per cent more for the bonds than any other 
broker or banker. Pending the sale of the bonds to 
investors, Ward procured a part of the money for 
Erie by borrowing at the bank, but in addition he 
also borrowed large amounts on these bonds for his 
personal account. ‘The result was that when Grant 
and Ward failed, Erie suffered some direct loss and 
also a severe blow to its credit.” 

After the Marine Bank failure it was announced 
that the Second National Bank had suffered loss 
through acts of its president. The Metropolitan 
Bank closed its doors and brought down a number of 
financial houses. 

These disclosures of fraud and insolvency caused a 
panic. There was a run on the deposits of the New 
York banks which declined to $283,000,000 in June 
as compared with $360,000,000 in March. Mean- 
while, specie declined from $77,000,000 to $46,000,000 
and bank loans were reduced from $347,000,000 in 
April to less than $280,000,000 a few months later. 
These decreases were significant at this season be- 
cause it was customary for New York bank deposits 
and loans to increase from March to June and be- 
cause the year 1884 started with more abundant sup- 
plies of banking funds than the preceding year. The 
banks issued emergency clearing house certificates to 
provide currency for trade, but this did not prevent 
heavy financial losses. 

In the stock market there were declines of 20 to 
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30 points in two months. New York Central 
dropped from 120 to 94, Illinois Central from 135 
to 110, Michigan Central from 92 to 51 and Cleve- 
land, Columbus & Cincinnati from 57 to 28. A de- 
cline in Central of New Jersey from 88 to 49 
precipitated a crisis in the affairs of the Philadelphia 
and Reading Railway. A lease on the Central of 
New Jersey had been taken by the Philadelphia and 
Reading and in 1883, when the New Jersey line went 
into bankruptcy, the Reading Company had assumed 
its obligations, which ran into millions. Reading had 
also bought Central of New Jersey stock on margin 
to secure more complete control, paying around $78 
per share. But in 1884, Mr. Vanderbilt refused to 
renew a loan on the shares purchased, and they had 
to be dumped on the market at a loss of 20 points. 
On June 2, 1884, Reading was forced into a receiver- 
ship.” 

In addition to the receivership for Philadelphia 
and Reading, practically all of the leading southern 
roads were embarrassed. On account of the panic of 
1884, 11,000 miles of railway lines had to be taken 
over by the courts." 

Railroad building was less than 3,000 miles in 1885 
as compared with 11,600 miles in 1882. The iron 
and steel trade became stagnant. There was no 
stroke of fortune in agriculture to offset the depres- 
sion in manufacturing. On the contrary, owing to 
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good crops in Europe and the growing competition 
of wheat from Russia, the American farmer received 
the lowest wheat prices in a generation. In 1884 and 
1885, Minnesota and Dakota farmers scarcely real- 
ized enough to pay the cost of producing wheat, and 
in Kansas corn was burned for fuel because it was 
cheaper than wood or coal.” 

Thus ended the boom which began in 1879. As in 
other cycles, however, depression was self-corrective. 
The drastic house cleaning among the banks and in 
the stock market produced a wholesome foundation 
for the beginning of a new period of business revival. 
The specie of the New York banks rose from $46,- 
000,000 in June, 1884, to $115,000,000 in June, 1885. 
In the meantime, the deposits rose from $283,000,000 
to $364,000,000. The ratio of loans to deposits de- 
clined from 107 per cent to only 81.5 per cent. As 
usually happens when somebody has money to lend, 
there came forward an army of courageous borrow- 
ers. The most alert were in Wall Street, where 
stocks were advanced 20 points before the end of 
1885, thanks to plentiful credit. Railroad promoters 
resumed construction work in 1886, building over 
6,000 miles, and in 1887 railroad construction reached 
the highest record in the history of the country, ex- 
ceeding 12,000 miles. As in all other record years, 
British capital played a part in railroad expansion. 
The money markets of London and Paris abounded 
with ready capital and optimistic capitalists. 

* Rhodes, History of the United States, vol. 8, p. 238, 


CHAPTER XX 
FOUR EXPLOSIONS 


The boom of 1886-87 was not confined to the 
United States. The speculative spirit reached 
France. Australia and Argentina progressed from 
healthy revival to speculative excitement under the 
stimulus of British capital and political irresponsi- 
bility. From the Battle of Waterloo in 1815 to the 
year 1886, a period of seventy-one years, British 
manufacturers and capitalists had enjoyed an un- 
precedented period of peaceful commerce. Wealth 
accumulation had been uninterrupted except for the 
brief Crimean War, which was not an exhausting 
conflict. By 1886, the foreign investments of Great 
Britain were so extensive that large amounts of in- 
come were received every year from all parts of the 
world. Of this annual revenue from foreign coun- 
tries, a large part was reinvested abroad. 

The world boom which started in 1886 culminated 
in different years in different speculative areas. 
France was the first to meet a crisis. Then followed 
Argentina, Australia and the United States. 


The French “Copper Crash” 


In 1888, while the speculative boom was in prog- 


ress in France, a financier attempted to corner the 
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copper market. He arranged contracts with the 
principal copper mines of the world whereby they 
agreed to limit their production in consideration of 
his contract to buy their total output. A prominent 
banking house of Paris, the Comptoir d’Kscompte, 
provided the funds necessary for financing his pur- 
chases of copper by discounting copper warrants. 
The copper syndicate accumulated 160,000 tons at 
an average cost of $350 per ton, or a total of nearly 
$55,000,000. The attempt to sell at a “monopoly” 
profit, however, failed entirely. When the price was 
advanced to nearly $400 per ton, consumption was 
discouraged. The higher prices also made profitable 
the operation of many mines not in the agreement, 
and prices declined when this outside copper came on 
the market. This involved a loss on the collateral 
held by the Comptoir d’Escompte. M. Rocherau, 
president of this bank, was appalled by the condition 
he had been instrumental in creating and killed him- 
self. ‘The depositors, seized with panic, withdrew 
their funds, among them the Government of Russia, 
which attempted withdrawals in March, 1889. 

A national panic impended. The Minister of 
Finance called upon the Bank of France for aid. It 
agreed to advance 200,000,000 frances to finance the 
liquidation of the assets of the Comptoir d’Escompte 
upon the guaranty of the principal banking institu- 
tions of Paris. Through the aid of the Bank of 


*Pierre des Essars, A History of Banking in All Nations, vol. 3. 
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France, confidence was restored and it was possible 
to liquidate the copper in a manner to avoid a gen- 
eral panic. 

The collapse of the copper corner and the failure 
of the Comptoir d’Escompte in the spring of 1889, 
together with embarrassment of the Panama Canal 
Company, dampened the speculative spirit in France. 
As it turned out, this was fortunate for the London 
money market in the following year. During the 
crisis of 1890, the Paris money market was able to 
aid the London banks. 


The Panics of 1890 and 1893 


The London panic of 1890 was due largely to a 
crisis in the affairs of Argentina. The latter country 
began a “boom” during 1886 and 1887. Railroad 
earnings increased, trade expanded and land values 
began to rise by leaps and bounds. British investors 
became enthusiastic about the economic resources of 
Argentina and poured millions into the development 
of Argentine banking, public works, and retail trade. 
In 1888, the new capital subscribed for in Argen- 
tine securities in Great Britain was $180,000,000 and 
in 1889 the total was $145,000,000. 

The economic growth of Argentina in later decades 
verified these British estimates of the late ’80’s. Un- 
fortunately, however, the government officials in Ar- 
gentina, during the period of easy borrowing in 

2W.C. Mitchell, Business Cycles, p. 47. 
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London, permitted “wildcat” banking similar to that 
witnessed in the United States in 1818 and 1836. 
Numerous banks were opened in Argentina in 1887 
under a Guaranteed Banking Law. ‘These new 
banks loaned hundreds of thousands without security 
to prominent men, while the more humble were freely 
advanced more than they could repay. Meanwhile, 
government officials and their friends indulged in ex- 
travagance and luxurious living.’ 

The bank note circulation of Argentina, legally re- 
stricted to $160,000,000, was fraudulently increased 
to over $210,000,000. The National Bank alone is- 
sued $26,000,000 beyond its legal limit. Notes 
retired were reissued by irregular processes and ulti- 
mately paper money became so redundant that coin 
was driven from circulation, and retail shops had to 
issue tickets in small denominations to facilitate 
trade.” 

Those engaged in speculative excesses, however, 
began to encounter rough sledding in 1889, when 
there was a poor wheat crop followed by a political 
revolution and a financial panic in Buenos Ayres.’ 
During the political revolution, the corrupt gang 
which had misruled Argentina was removed from 
power. ‘This was a good thing for the country, but it 
threw a cloud over Argentine securities. They be- 
came so unpopular with British investors in 1890 
that Baring Brothers, the prominent London bank- 

*Conant, History of Modern Banks of Issue, p. 663. 
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ing house, faced insolvency. Being unable to market 
their large underwritings of Argentine securities, 
they ran short of cash and found their capital 
“frozen”. 'The situation became so acute in Novem- 
ber, 1890, that Baring Brothers decided to default 
on $105,000,000 of liabilities. 

The Chancellor of the Exchequer conferred with 
the Bank of England about the impending crisis and 
offered to suspend the Bank Act of 1844 to permit 
the Bank to issue emergency currency. Fortunately, 
however, the governor of the Bank of England, Mr. 
Lidderdale, met the situation with a plan which not 
only made this unnecessary, but which restored con- 
fidence among bankers before the general public 
was sufficiently acquainted with the condition of 
Baring Brothers to become panic-stricken. He ar- 
ranged to bring over $15,000,000 of gold from the 
Bank of France, $7,500,000 from Russia and $2,- 
500,000 from elsewhere. ‘This protected the foreign 
exchange situation. But, still more important, he 
formed a combination among the largest banks in 
Great Britain to guarantee all creditors of Baring 
Brothers against loss, announcing the fact on No- 
vember 14. 

This plan avoided panic and preserved favorable 
conditions at home for the liquidation of the assets of 
Baring Brothers. Conditions in Argentina continued 
bad, but in less than two years and a half the total 
liabilities assumed by the banking pool were reduced 
from £30,000,000 to less than £4,600,000, and Baring 
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Brothers, newly incorporated, were able to continue 
business. ‘The crisis caused a degree of financial 
strain all over the world, but by Mr. Lidderdale’s 
brilliant banking generalship, what might have been 
a period of drastic panic and severe depression was 
limited to a three-year period of gradual and orderly 
liquidation as far as England was concerned. 


The United States During the Baring Panic 


The United States showed unexpected strength 
during the Baring panic of 1890. At first there was 
a break in the stock market, a reflection of the invest- 
ment crisis in London. Some pressure in Wall 
Street was to be expected. The foreign debt of the 
United States was about two and one-half billion 
dollars.” Over half of many leading railway stocks 
were held abroad, including [linois Central, Penn- 
sylvania, Louisville & Nashville, New York, Ontario 
and Western, and Reading.’ The decline in the Wall 
Street stock market, however, was of short duration 
and there was no severe business depression in Amer- 
ica. | 

The fundamental strength of the American eco- 
nomic position in 1890 was due to the fact that 
American speculators and railroad promoters had 
followed a conservative policy during the two pre- 
ceding years. In 1886 and 1887 expansion had been 
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conspicuously feverish. In the London stock market 
the buying of American railway securities had been 
the chief feature of the year 1886, and in 1887 rail- 
way building in the United States was the highest in 
the country’s history. However, in that year, the In- 
terstate Commerce Act requiring statistical reports 
from the railroads became law, and this move toward 
railroad regulation tended to inspire some conserva- 
tism. British capital shifted more to Argentina 
and Australia. New railway building declined from 
12,872 miles in 1887 to an average of only 6,000 dur- 
ing the next two years. But the most important in- 
fluence in checking inflation and speculation during 
1888-89 was the policy of the Treasury in reducing 
the national debt, for this decreased the supply of 
national bank notes in circulation. 

The explanation of currency contraction requires 
a detailed consideration of silver coinage and the 
treasury revenues and expenses. It will be recalled 
that under the Bland-Allison Act of 1878, new silver 
dollars were coined at the minimum rate of $24,000,- 
000 per year. By 1885 over $150,000,000 of new 
silver currency had been issued. The surplus gold of 
the Treasury was down to $115,000,000, because sil- 
ver coins accumulated and drove gold out. To stop 
the evil, President Cleveland, a “sound money” man, 
had advocated repeal of the Bland-Allison Act. 

Congress refused to do this, but to cause silver to 
remain in the hands of the public, it provided, in 
1886, that silver certificates, instead of being limited 
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to denominations of not less than $10 as the law of 
1878 stipulated, should be issued in 1, 2 and 5 dollar 
bills. This made silver certificates popular with the 
public, and protected the gold surplus in the 
Treasury. 

The trade demand for these small denominations 
of silver certificates was further increased by retire- 
ment of the government bonds against which the 
national banks issued their note circulation. This bit 
of deflation was not ordered by Congress, but re- 
sulted from a swollen treasury surplus. When com- 
merce expanded after 1885, the revenues derived 
from tariff duties and internal taxes mounted stead- 
ily. From 1885 to 1888, public revenues exceeded 
expenses by nearly $300,000,000. There were at- 
tempts in Congress to appropriate this surplus for 
public improvements, including river and harbor de- 
velopment in localities where votes might be influ- 
enced in favor of the proposers of such legislation. 
Congressmen from the North introduced numerous 
pension bills and within a few years the annual pen- 
sions rose from $80,000,000 to $156,000,000. The 
casual student of these statistics might think a new 
war had been fought. But extravagance did not im- 
mediately consume all of the surplus. The Treasury 
used a large part of it to redeem outstanding govern- 
ment bonds, retiring over $300,000,000 of 3 per 
cents in the three years 1886-88. 

The 4 per cent bonds outstanding were not re- 
deemable at the will of the Treasury, but large 
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amounts were bought in the open market at a price 
of 125 or better. The wholesale redemption of bonds 
involved a decrease of over $125,000,000 in the bank 
note circulation. Thus a partial currency vacuum 
was created, a vacuum into which silver certificates 
flowed. This retirement of bank note currency ex- 
plains why the steady purchase and coinage of silver 
at the rate of $24,000,000 per year did not continue 
to drive gold out of the Treasury from 1886 to 1889. 
On the contrary, the silver in the Treasury declined 
from $98,000,000 in 1886 to less than $20,000,000 in 
1889. 

Thus, during the years when Argentina was ex- 
periencing an orgy of “wildcat” bank note inflation, 
the United States maintained a stable monetary 
structure and avoided the speculative excesses which 
the coinage of depreciated silver had previously 
threatened. The confidence of foreign investors was 
maintained, the London panic of 1890 was nicely 
weathered, and active trade was enjoyed during the 
next two years. 


The Silver Purchase Act 


In 1890, however, Congress enacted legislation 
which, in three years, undermined America’s com- 
placent prosperity, deranged the foreign exchanges, 
rendered the Federal Treasury insolvent and _pro- 
duced a notable banking crisis. 

In Congress there had been displeasure at the re- 
duction of the national bank note circulation. It was 
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not popular with owners of mortgaged farms and 
other producers of commodities. Credit restriction 
had kept the general price level from advancing dur- 
ing a period of industrial expansion. In 1889 the 
December “farm” price of wheat fell below $0.70 a 
bushel as compared with $0.92 in the preceding De- 
cember. Corn was $0.27 as compared with $0.34. 
The bullion value of the silver dollar dropped to 
$0.72. The farmers wanted more silver currency. 
The silver mine owners wanted a higher price for the 
metal and gave willing support to the silver inflation 
movement. From these two sections of industry 
came a demand for the “free coinage” of silver, a 
demand voiced impressively in Congress and heard 
with attention by the leaders of the Republican party, 
whose slim margin of success in the elections of 1888 
argued that legislation to win the agricultural vote 
was needed before the Congressional elections of 1890. 

In recognition of this political urge, Mr. Windom, 
Secretary of the Treasury, in his first report in De- 
cember, 1889, recommended an increase in silver cur- 
rency. The Administration was opposed to absolute 
free coinage, so that his only alternative was to sug- 
gest an increase in Treasury purchases of silver. 
This Mr. Windom proposed. The East was dis- 
pleased. The western senators enlisted the aid of the 
East, however, by agreeing to vote for a high tariff. 
“Do something for silver’, they said, “and we will 
help you on the tariff.”" The offer was accepted, and 

® Rhodes, vol. 8, p. 355. ; 
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the year 1890 witnessed the McKinley Tariff of Oc- 
tober, and the Silver Purchase Act, passed by Con- 
gress in July and providing for the purchase of 
4,500,000 ounces of silver monthly. 

This bill differed from the Act of 1878 in that the 
silver was not coined, but remained in the treasury 
as bullion after being purchased with issues of Treas- 
ury notes, which were to circulate as legal tender cur- 
rency. ‘These Treasury notes of 1890 were also 
different from the silver certificates previously is- 
sued. The latter had given the holder title only to 
silver coins in the Treasury, but the treasury notes 
of 1890 virtually gave the holder the right to demand 
gold. 

Secretary Windom in discussing the bill had ad- 
mitted, and with a most nonchalant unconcern, that 
the new Treasury notes might drive out gold. In 
his report to Congress in December, 1889, he had re- 
marked that in case silver should endanger the free 
circulation of gold, it would be only a question of 
time when the specie reserve in the Treasury would 
change from gold to silver and the Secretary would 
have to pay out silver for the public debt. And in 
the bill adopted in July, 1890, Congress actually 
authorized the Treasury to redeem the notes in silver 
or gold, at discretion. Senator John Sherman, for- 
mer Secretary of the Treasury, however, succeeded 
in having inserted a clause stating it to be “the estab- 
lished policy of the United States to maintain the 
two metals at a parity with each other”, presumably 
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an implied mandate to the Treasury to maintain the 
gold standard. 

But how could the gold standard be maintained 
in the face of the oncoming flood of silver? The sil- 
ver coined under the Act of 1878 would have driven 
out gold had it not been absorbed into retail circula- 
tion to take the place of bank notes retired in 1888 
and 1889. This development had been largely acci- 
dental. The existence of a Treasury surplus had led 
to the redemption of bonds and the retirement of 
bank notes. This policy could be continued only if a 
surplus were available every year. In 1890, how- 
ever, increased pensions and various extravagant 
appropriations consumed the surplus. An early 
Treasury deficit was impending. There was no cur- 
rency vacuum to absorb the new Treasury notes. 
They would be forced into trade channels beyond re- 
tail requirements and would ultimately force the 
banks to suspend gold payment as in 1862, when ex- 
cessive issues of greenbacks drove out gold. The new 
notes would tend to accumulate in the Treasury and 
drive out gold in the natural course of monetary re- 
adjustment. Human nature would hasten the work. 
There would be no incentive to put $1,000 in a sav- 
ings bank if presently it were to be repaid with a cur- 
rency worth only $800 or $900 in gold. It would be 
better to hoard gold. Investors would not purchase 
bonds if a bond costing $1,000 in gold in 1890 could 
be sold a few years later only for silver having a value 
of $800 or $900 in gold. The latter prospect was 
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especially alarming to European owners of Ameri- 
can bonds. During the twelve months following the 
passage of the Silver Purchase Act, $68,000,000 of 
American gold was exported. 

In the summer of 1891 this unfavorable tendency 
was checked by a stroke of good fortune in the agri- 
cultural situation. The American wheat crop reached 
a new high record of 584,000,000 bushels as compared 
with 378,000,000 in 1890. Usually such a large in- 
crease in the crop causes a fall in prices. In 1891, 
however, wheat prices held firm. ‘There was a scar- 
city in Kurope and the exports from the American 
crop of 1891 amounted to 225,000,000 bushels as 
compared with 106,000,000 bushels a year before, the 
gain adding over $100,000,000 to the trade balance. 
This addition to the trade balance more than coun- 
terbalanced the selling of American securities from 
Europe, as evidenced by a movement of gold to the 
United States from abroad in the last half of 1891. 
The huge purchasing power of the American farmer, 
moreover, stimulated domestic trade and the new 
paper money issued from the Treasury was tempo- 
rarily well absorbed in retail circulation. 

In 1892, however, wheat prices declined 20 per 
cent and the internal trade impetus of 1891 was not 
sustained. ‘Treasury notes became redundant in do- 
mestic trade. A money-hoarding panic began. In 
the New York money market a serious situation de- 
veloped in connection with the cashing of checks pre- 
sented at the banks for the purpose of obtaining gold 
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for export. The banks could not refuse to cash 
checks, but they gave the depositor the newly issued 
Treasury notes instead of gold. 'The only way to get 
gold in New York was to take Treasury notes to the 
federal subtreasury and demand the metal, unless one 
were willing to offer a premium for gold in the open 
market. In 1892, the bankers preferred to exchange 
the new notes for gold at the Treasury. Nor was 
the Treasury gold replenished from tariff revenues; 
importers began paying customs duties in the Treas- 
ury notes. 

The result of all this was that the Treasury gold 
reserve fell to $114,000,000, little more than the 
$100,000,000 mark considered as the minimum. As 
early as July, 1892, the Treasury ceased paying gold 
in clearing house transactions on account of the de- 
cline in its gold reserves. By this time there were 
$100,000,000 of the new Treasury notes in circulation 
which the Treasury was obliged to redeem along with 
the $347,000,000 of greenbacks, and the supply of 
the treasury notes was increasing at the rate of 
$50,000,000 per year. The country was growing 
rich, but the Treasury was becoming insolvent. The 
end of the gold standard régime seemed not far off. 

Congress did nothing to ease the situation. On the 
contrary, the Senate passed a bill July 1, 1892, pro- 
viding for the free coinage of silver. The House of 
Representatives let the bill die, adjourning until after 
the presidential election in November. 

In November, 1892, the Democratic party elected 
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Grover Cleveland President. This was reassuring in 
one respect, for Cleveland was known to be a “sound 
money” man and would veto a silver coinage bill. But 
what could he do about redeeming the Treasury notes 
which were being issued under the Act of 1890? 
President Cleveland’s decision was not long in forth- 
coming. On April 23, 1893, he announced that he 
would let the Treasury gold reserve decline below the 
minimum of $100,000,000 and redeem the new “silver 
purchase” notes as long as he had gold. 

This courageous announcement, however, could not 
restore confidence, since the treasury resources were 
inadequate for the purpose, and on June 30, 1893, 
President Cleveland summoned Congress to convene 
on August 7 to repeal the Silver Purchase Act of 
1890. In the House, William Jennings Bryan spoke 
three hours against repeal, pointing out that more 
silver was necessary to enable farmers to pay mort- 
gages on the monetary basis existing when the debts 
were incurred. With prices decreased, he declared, 
“The mortgage remains nominally the same, though 
the debt has actually become twice as great.”” The 
majority, however, were more concerned about the 
state of trade than the theoretical justice of Mr. 
Bryan’s contention, and the House passed the Re- 
peal Bill in three weeks. In the Senate, the op- 
position Senators filibustered against the bill until 
October 30, when it came to a vote and was passed 
with the aid of Republican senators. During No- 

® Rhodes, vol. 8, p. 406. 
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vember and December people gradually stopped 
hoarding gold. The repeal, however, had come too 
late to prevent a banking panic. 


The Panic of 1893 


The cause of the panic of 1893 was the fear that 
the gold standard would be superseded by the silver 
standard. If this were to happen, it would be the- 
oretically advantageous to own property whose value 
would increase as silver money depreciated. It would 
be disadvantageous to own bonds or have money in 
the bank. 

Because of this fear of the silver standard there 
was a general withdrawal of bank deposits im 
1892 and in 1893 until October, when Congress re- 
pealed the Silver Purchase Act. The deposits of the 
national banks decreased conspicuously and the cash 
reserves declined from $300,000,000 to $200,000,000. 
The interior banks withdrew balances from New 
York City; the deposits of the New York banks de- 
clined from $540,000,000 to $370,000,000. Owing to 
the depletion of bank reserves and the contraction of 
bank credit, prices of securities and commodities 
slumped. 

The banks could not withstand the strain of de- 
clining prices and withdrawals of deposits. There 
were 642 bank failures in 1893, of which 143 were in 
the South, 218 in the West, 149 in the North Central 
states and 16 in New England. The number of com- 
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mercial failures in 1893 was 15,000 as compared with 
10,000 the year previous, while liabilities were over 
$300,000,000 against only $100,000,000 in 1892. 

These figures show how artificial the prosperity of 
1892 had been. The panic also disclosed weakness in 
a number of railways. 

The Southern Railway encountered trouble even 
before the panic arrived. ‘The directors of this rail- 
way had attempted to build up a big system in the 
South by purchasing small lines. Their idea was 
sound, but their method of buying up small lines and 
selling to the parent company at inflated values could 
be successful only if prosperity continued indefinitely. 
When signs of financial pressure and business reac- 
tion loomed on the horizon in 1891, financial embar- 
rassment made it necessary to unscramble the inflated 
capitalization of a consolidated system compromising 
a total of 8,500 miles. ‘The Central of Georgia, a 
newly purchased subsidiary, was placed in the hands 
of a receiver in 1892. The parent company was re- 
organized.” 

The Reading Railway failed on February 20, 
1893. President McLeod had attempted to do much 
with little capital. He had leased the Lehigh and 
Jersey Central railways and invested $13,000,000 in 
coal and coke properties. Then, in order to arrange 
a system of transportation connecting the coal fields 
in Pennsylvania with the coal consumers in New 
England, he had bought 24,036 shares of Boston & 
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Maine Railroad Company’s stock and 32,000 shares 
of New York and New England Railroad Com- 
pany’s stock. These purchases were made for his » 
personal account, although part of the capital used in 
purchasing these shares consisted of securities belong- 
ing to the Reading Railroad and taken from its treas- 
ury. Perhaps he expected to resell to the company 
at a personal profit, but in February, 1893, faced 
with heavy losses, he persuaded the company to take 
over his speculative account.” 

The Reading treasury, however, did not have 
enough cash to sustain the speculation in New Eng- 
land railway securities in the face of a money crisis, 
and it was further embarrassed when the consump- 
tion of anthracite coal fell off. Mr. McLeod learned 
that, despite the monopoly he had built up, he could 
not maintain the price of coal in the face of business 
depression. When it was too late he discovered that 
even a monopoly cannot fix prices at will in defiance 
of supply and demand. 

An especially weak point in the Reading situation 
was that Mr. McLeod had operated too exclusively 
with short-term loans. When a receiver was ap- 
pointed in March, 1898, it was found that he had in- 
flicted a floating debt of $18,473,000 upon Reading, 
against which there were current assets of only 
$15,780,000, $5,000,000 representing coal and the 
rest mainly uncollected revenues, some of them un- 
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collectable. The receiver promptly abandoned the 
New England extension railway. The coal prop- 
erties were retained. The total loss to the Reading 
treasury on account of Mr. McLeod’s speculations in 
New England railroad shares was $1,472,000.” 

On May 4, the National Cordage Company failed. 
Then followed the Erie Railroad on July 25. The 
Erie had never completely recovered from the losses 
suffered under the management of Daniel Drew and 
Jay Gould, and was unable to weather the panic of 
1893. 

The Northern Pacific went down on August 16. 
This road under Henry Villard after 1886 had pur- 
chased branch lines and extensions in the Northwest 
for $30,000,000 which could hardly earn expenses. 
In 1889, the Northern Pacific’s officers, while holding 
dual positions in Wisconsin Central, entered into a 
contract whereby Northern Pacific assumed part of 
Wisconsin’s expenses without any power to control 
them, the result being a drain on Northern Pacific’s 
treasury in favor of Wisconsin Central. Mr. Villard 
personally also loaned money to Northern Pacific at 
double the market rate of interest.’ By 1892, the 
misuse of Northern Pacific’s revenues had caused the 
floating debt to reach $10,000,000, and so much cash 
had been diverted from proper uses that the pre- 
ferred dividend was passed. In 1893, a receiver had 
to be appointed and Villard and his associates were 
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sued for $2,600,000 wrongfully taken from Northern 
Pacific by methods of high finance.” In 1894, a com- 
plete reorganization was found necessary. 

The Union Pacific Railroad failed on October 13, 
1893, because it could not earn profits on the heavy 
obligations imposed by the purchase of worthless 
stock which had been unloaded upon it by Jay 
Gould.” 

The Atchison Railway failed on December 21, 
largely because it had paid dividends out of fictitious 
profits. In the four years preceding the panic, profits 
were falsely overstated by as much as $7,000,000, of 
which $4,000,000 consisted of rebates which went 
upon the books as an asset instead of being deducted 
from income.” This policy was partly to assist the 
Barings in London to sell their Atchison holdings 
while embarrassed with Argentine securities.” 

The Baltimore & Ohio road was also found guilty 
of false accounting when the impairment of its 
financial condition in 1893 caused the directors to re- 
duce the dividend and led to the employment of an 
expert accountant to find out what was the matter. 
The company had reported profits sufficient to cover 
dividends, which in seven years had amounted to 
over $3,000,000 in cash and $3,000,000 in stock. The 
expert accountant, however, found that the actual 
earnings available for dividends had amounted to 
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only $971,000 in the whole seven-year period.” 
Items which should have been reported as expense 
and deductions from income were fictitiously reported 
as capital investments, the assets being increased 
thereby on the books. The fictitious books, however, 
were belied by the fact that the floating debt had in- 
creased from $3,500,000 to $16,000,000 since 1888.” 

By June 30, 1894, 182 railroad companies were in 
the hands of receivers. The country’s railways had 
a total mileage of 180,000, and of this amount 40,818 
miles belonged to the embarrassed companies. The 
securities affected amounted to two and one-half bil- 
lion dollars, or about one-fourth of the country’s total 
railway capitalization.” 

The poverty of the railways meant famine for the 
iron and steel industry. In agriculture, the depres- 
sion of 1894 was characterized not only by low 
prices but by a serious decrease in the corn yield. 
There was no European food shortage to aid the 
wheat grower. With prices low, there was no com- 
plaint about the cost of living, but as one industrial 
captain of the twentieth century, in reminiscence, re- 
marks: “Yes, back in 1894 one could buy a great 
deal for a nickel, but nobody had the nickel.” 


The Australian Explosion 


Fourteen banks in Australia with deposits of 
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$425,000,000 failed in 1893. Credit expansion in Aus- 
tralia had attended the world revival from 1887 to 
1890. The abnormal local conditions of 1893 in Aus- 
tralia, like the abnormal local conditions of 1890 in 
Argentina, however, were directly traceable to wild- 
cat banking legislation. In 1890, the local authori- 
ties, in the interest of the landowners and land 
speculators, changed the banking laws to permit the 
banks to lend money against real estate. 

The Australian Banks and Currency Act of 1890 
provided that any incorporated banking company in 
Victoria could advance money on the security of 
lands, houses, ships or pledges of merchandise, not- 
withstanding any restrictions to the contrary pre- 
viously in force in Victoria relating to such banks. 
Prior to the Act of 1890, the majority of the banks 
had been prohibited by their charters from lending 
against real property. After the Act of 1890, how- 
ever, the bankers abandoned the time-honored tenets 
of their profession and loaned recklessly to land 
speculators. ‘There was a land boom. Credits be- 
came frozen. Presently some of the banks experi- 
enced trouble. There was no attempt at codperative 
relief, however, because each bank considered most of 
the others to be in unsound condition, if not insol- 
vent. One by one, the banks closed their doors, many 
never to resume business. Only a few came through 
the panic of 1893 without failure. 

The reckless nature of wildeat banking in Aus- 
tralia during the land boom is clearly revealed when 
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we discover that commodity prices actually declined 
during the period of banking inflation and land 
speculation. Commodity prices declined after 1890, 
due to the depression following the Baring crisis in 
London, and there was no increasing need for com- 
mercial credit. On the contrary, loans might well 
have declined. The Australian price index dropped 
from 106 in 1890 to 94 in 1891, and 92 in 1892. The 
bank loans, however, kept on increasing during 1891 
and 1892. They rose from $470,000,000 in 1887, 
when the boom began, to $637,000,000 in 1892 at the 
peak. ‘Then came the explosion of 1893. The loans 
dropped to $425,000,000 in 1900 after a tedious 
period of liquidation lasting eight years. As usual, 
the distress of deflation was out of proportion to the 
temporary joys of inflation. 

The orgy of bank wrecking in Australia caused 
much newspaper criticism in Great Britain, espe- 
cially as British investors lost heavily in the panic. 
After 1893, the Australian banks began to accept the 
advice of Knglish bankers and kept a large part of 
their cash on balance in England.” The panic of 
1893 had taught them a lesson just as the panic of 
1890 had taught Argentina the unwisdom of unsound 
banking practice. British bankers were permitted, 
in a measure, to direct the financial reconstruction in 
Argentina after the crisis of 1890 and in Australia 
after the panic of 1893. This argued for future sta- 
bility. At best, however, it was a sorry picture which 
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confronted the English investor. Foreign invest- 
ment was discouraged by the financial wreckage in 
Australia, Argentina and the United States. This 
condition tended to delay business revival. 


President Cleveland and Wall Street 


In 1894, Argentina, Australia and the United 
States were experiencing the distressful remorse 
which follows financial dissipation. Argentina and 
Australia proceeded to put their houses in order. 
They found ready assistance in London, where the 
money market had largely recovered from the Baring 
crisis of 1890. During the panic of 1893, British 
Government Consols fluctuated less than three points, 
an indication of financial solidity. In the United 
States, however, conditions went from bad to worse. 
The banks were unable to resume constructive financ- 
ing because Congress dominated the situation. 'The 
Democratic party in Congress would not even follow 
the lead of President Cleveland. 

From the very beginning of his Administration, 
President Cleveland needed help. He entered office 
in March, 1893. During the fiscal year beginning 
July, 1893, the Treasury suffered a deficit of $69.- 
803,000. Revenues declined, thanks to trade depres- 
sion and the reduced tariff rates of the Wilson Tariff 
Law. Congress passed an income tax bill but the 
Supreme Court declared it unconstitutional. The 
Government had to delve into the gold reserve of the 
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Treasury to meet current expenses. The Treasury 
was forced to borrow. An issue of 3 per cent 
bonds would have found a ready market, but the re- 
quest of the Treasury for legislative authorization of 
a new low yield issue received no attention in Con- 
gress; some members were glad to see the Adminis- 
tration discredited and others were still clamoring 
for free-silver legislation. Congress lacked national 
pride and fiscal self-respect. 

President Cleveland turned to Wall Street. 
Under the Resumption Act of 1875 he could issue 
5 per cent 10-year bonds and in January, 1894, 
he sold $50,000,000 on these terms for $58,665,000, 
representing a price of over 117. The gold reserve 
was raised from $65,000,000 to $104,000,000. Dur- 
ing the summer of 1894, however, so much paper 
money was presented for redemption at the Treas- 
ury that the gold reserve fell below $60,000,000. 
Cleveland sold another $50,000,000 of 5 per cent 
bonds for $58,538,000 and restored the Treasury 
gold reserve to $105,000,000. But in February, 
1895, after three months of heavy redemption of 
legal tender notes, the reserve fell to $41,000,000. 

This alternating replenishment and depletion of 
the gold reserve was popularly called the “endless 
chain.” In Congress, the threatened bankruptcy of 
the Treasury caused little concern. On the contrary, 
the “‘silverites” declared that President Cleveland had 
sold out to the “gold bugs” of Wall Street; that he 
was in a conspiracy with the bankers to provide the 
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latter with gilt-edged bonds whose issuance was un- 
necessary because all expenses, they said, could be 
paid with silver and should be so paid. President 
Cleveland, however, interpreted the Silver Purchase 
Act of 1890 to mean that gold and silver should be 
maintained at parity and that this meant payment 
in gold on demand, for otherwise gold would go to a 
premium over silver and parity would be destroyed. 

Bond issues having failed, President Cleveland 
tried a new plan. In February, 1895, he contracted 
with New York bankers to deliver to the Treasury 
3,500,000 ounces of gold in exchange for 4 per 
cent bonds running thirty years, and stipulated that 
the bankers were to exert their influence to protect 
the Treasury against withdrawals of gold while the 
contract was being completed. ‘The terms were less 
favorable to the Treasury than the two preceding 
bond issues, but the bankers agreed to accept 3 
per cent gold bonds if Congress would approve. 
Congress refused, defeating the bill authorizing a 
gold bond issue and, in debate, denouncing the whole 
transaction as illegal. In the West, President Cleve- 
land fell into bad repute. 

While the bankers were fulfilling their contract 
and using their moral influence in helping the Treas- 
ury, the Government was provided with a satisfac- 
tory gold reserve. This effort to save the Treasury 
in 1895 was fortunately assisted by trade improve- 
ment. The trade improvement caused more paper 
money to circulate in retail channels and thus kept it 
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away, to a certain extent, from the Treasury. There 
was optimism from February to August. In the 
autumn, however, the “endless chain” was at work 
again and the legal tender notes in the Treasury rose 
from $50,000,000 to $105,000,000 while the gold re- 
serve dropped. President Cleveland’s Venezuelan 
message in December aggravated the situation, as the 
mere suggestion of trouble with England affected 
the foreign exchanges and made it more difficult to 
retain gold in the banks and the Treasury. 

For the fourth time, President Cleveland was 
forced to buy gold. Banking syndicates being un- 
popular, and also of no permanent aid, open bids 
were sought for $100,000,000 of 4 per cent bonds in 
January, 1896. There were 4,340 bids amounting 
to $684,000,000. The bids accepted yielded a pre- 
mium of 11 per cent, or a total of $111,000,000. The 
gold in the Treasury after this sale of bonds was 
raised to $128,000,000, substantially above the dan- 
ger line. The nomination of Mr. Bryan on a free- 
silver platform caused an “election scare” in July, 
1896, during which the reserve fell to $90,000,000, 
but confidence quickly returned. 'The business inter- 
ests rallied to McKinley, the candidate of the Repub- 
lican party and the champion of the gold standard. 
In the West, where the farmers had believed that low 
grain prices were caused by low silver prices, there 
was a revolution in political sentiment when wheat 
prices suddenly advanced during the campaign, with 
silver remaining low. This produced a timely disillu- 
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sionment which brought Iowa, Kansas, Nebraska and 
other agrarian states into the Republican ranks. 
Before the elections of November, 1896, the Treas- 
ury reserve rose above the so-called $100,000,000 
danger line, never again to slump below it. 

The defeat of free silver in the election of Novem- 
ber, 1896, relieved the Treasury and raised the busi- 
ness of the country from a subnormal level. The 
certainty of the gold standard brought money out of 
hoarding and inspired free investment of capital. 
Restoration of confidence in 1897, at a time when 
prices of land, securities and commodities had been 
depressed for four years, logically pointed to a pro- 
longed period of rising markets and expanding trade. 

The foundation was solid, as in 1843; and in 1897, 
as in 1848, the cheapness of labor and materials made 
gold mining extremely profitable. The development 
of the California and Australian gold mines after 
1843 was paralleled by the Rand and Klondike dis- 
coveries of the ’90’s. 

The parallel went further. The bankrupt cotton 
planter of 1843 was first rescued by gold inflation and 
then made prosperous. 'The price inflation of 1844— 
60 made millionaires of Vanderbilt, Drew and Gould. 
Similarly, the gold inflation of 1897-1914 rescued 
the mortgaged farm owner and brought financial 
power to Harriman, Hill, Rockefeller and Carnegie. 
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